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ABSTRACT

Jokinen, Juho

Essays on wages, promotions and performance evaluations
Jyvéskyld: University of Jyvaskyld, 2017, 146 p.

(Jyvdskyla Studies in Business and Economics

ISSN 1457-1986; 179)

ISBN 978-951-39-7135-9 (nid.)

ISBN 978-951-39-7136-6 (PDF)

This dissertation comprises four empirical research articles that use personnel
data from a large university and worker-level panel data from Finland to
examine the determinants of wages, promotions and employee performance
evaluations. The first article employs personnel data to examine the importance
of worker output and job seniority as predictors of employee performance
evaluations and promotions. The results suggest that better-performing
employees - with output measured both in absolute terms and relative to peers -
were more likely to be assigned higher performance grades and had a higher
probability of being promoted to more complex jobs than their peers with similar
characteristics but lower output. Additionally, the findings suggest that
employees with more job seniority were evaluated as exhibiting higher
performance than were their equally productive but less-experienced peers. The
second article employs personnel data to evaluate the role of gender in internal
promotion, employee performance evaluation and earnings determination. The
results indicate that gender had no effect on the probability of being promoted,
conditional on productivity, nor did it play a role in the performance evaluation
of employees. Furthermore, the observed male premium in earnings was mainly
attributable to individual differences in worker output and background attributes.
The third article employs sample data to examine the responsiveness of the pay
level to local unemployment conditions and to test the hypothesis that pay level
is more responsive to the unemployment level in less agglomerated and more
remote regions. The results consistently suggest that the pay level is lower in
localities with a higher unemployment level. The results provide some evidence
that the unemployment elasticity of pay varies across different regions of the
country, but once the unobserved worker heterogeneity is controlled for, the
elasticity is unrelated to the degree of regional agglomeration. The fourth article
employs sample data to examine the implications of using alternative measures
of unemployment to estimate the local unemployment elasticity of pay. The
results illustrate that the estimate of the local unemployment elasticity of pay
varies considerably depending on the unemployment measure and the
estimation technique used in the analysis but is not sensitive to the level of
geographical disaggregation at which unemployment is measured.

Keywords: performance evaluations, promotions, gender pay gap, wage curve
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CHAPTER 1: INTRODUCTION

1 Background and motivation

The empirical literature demonstrates that employees who are very similar in
many respects can earn substantially different wages. Theoretical research has
identified several factors that can generate wage differentials among employees.
One primary contributing factor is the worker productivity. Because employers
can afford to pay higher wages for more productive employees, wages are ex-
pected to be positively related to worker productivity. In accordance with this
assumption, the empirical research illustrates that the wage level generally in-
creases with productivity-related worker attributes such as education level
(Card 1999; Harmon et al. 2003), work experience and job seniority (Altonji and
Williams 2005; Buchinsky et al. 2010). Relying on the human capital theory, the
wage premiums of more educated, experienced and senior workers can be ex-
plained based on the acquisition of productivity-enhancing skills and
knowledge by means of schooling, learning-by-doing and on-the-job training
(Card 1999; Topel 1991; Altonji and Williams 2005)1.

However, the empirical literature reveals that worker characteristics that
are not directly attributable to worker productivity also create wage differen-
tials between otherwise identical employees. For example, studies often find a
wage penalty for workers who belong to ethnic minorities (e.g., Altonji and
Blank 1999). Furthermore, female employees are typically found to earn less
than their otherwise comparable male colleagues (Altonji and Blank 1999; Blau

1 Furthermore, because senior employees possess more firm-specific human capital
and other specific skills and knowledge, and are hence less easily replaced, an em-
ployer may pay higher wages for them in order to restrain them from leaving the
firm. In addition, other explanations have been proposed in the literature for the pos-
itive wage effects of education, work experience and job seniority. For example, the
education premium may be due to the fact that employers use education level as a
signal for individual’s inherent ability (e.g., Weiss 1995; Arcidiacono et al. 2010). The
wage premium for job seniority may be attributable to employers’ objective to pro-
vide incentives to employees or to reduce labor turnover (see, e.g., Ballou and
Podgursky 2002).
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and Kahn 2000). The lower wages of women and members of minority groups
are often attributed to the discriminatory behaviour of employers. Moreover,
some wage differentials may be a consequence of employers’ favouritism to-
wards some worker groups. For example, the seniority wage premium may be
partly attributable to favouritism: supervisors may favour senior workers in
compensation decisions, for example, because they may have closer interper-
sonal relationships with senior subordinates than with junior subordinates.

The empirical research further documents that wages may vary consider-
ably even among employees who have identical background characteristics (in-
cluding, for example, education level, job seniority and gender). These wage
differences partly stem from differences in job attributes. For example, workers
who are employed in more demanding and complex jobs generally earn more
than those employed in simpler jobs. Consequently, because the degree of job
complexity is typically higher at higher levels of organizational hierarchy, wage
differentials partly arise from assignment of employees to different levels of the
hierarchy.

The research literature also identifies a variety of factors that can cause
wages to differ among employees who share identical background characteris-
tics and are doing similar jobs. For instance, the characteristics of the region in
which the workplace is located can play a role in wage determination. One such
characteristic is the unemployment level of the region: empirical evidence sug-
gests that wages are lower in regions with higher unemployment levels
(Blanchflower and Oswald 1994, 2005; Nijkamp and Poot 2005). In addition,
wages are generally found to be higher in more densely populated regions with
higher concentrations of economic activity, as a number of studies have docu-
mented that employees in large cities earn more than identical employees in
smaller cities and rural regions do (Glaeser and Maré 2001; Yankow 2006;
Gould 2007). The theoretical literature provides a number of alternative expla-
nations for these findings, one of which is the difference in employees’ bargain-
ing power. The bargaining power of an employee is likely to be an increasing
function of his or her outside job opportunities (i.e., job chances in firms other
than the current one). One important determinant of outside job opportunities
is the employment conditions in the surrounding labour market. Owing to
higher mobility costs (job search, commuting and migration costs), job oppor-
tunities in distant locations are less relevant for the employee, and hence, the
outside options are largely determined by the job opportunities in the local la-
bour market. The job opportunities in the locality, however, are partly contin-
gent on the number of unemployed jobseekers: a rise in the local unemploy-
ment level increases the job competition and consequently reduces the outside
job opportunities of the employees in the locality. Hence, a higher local unem-
ployment level is likely to reduce the bargaining power of employees and cause
negotiated wages to be lower in high-unemployment regions. Outside job op-
portunities are typically also poorer in regions with a lower degree of economic
agglomeration, such as in small cities and urban regions, because of the smaller
number of potential employers. When employees have only a few (or, in the



13

extreme case, none) potential alternative employers in the locality, their em-
ployers may have monopsony power over them, which they may take ad-
vantage of to negotiate lower wages. The monopsony power of the employers is
presumably particularly strong in low-agglomeration regions with high job-
lessness.

Differences in compensation schemes can also give rise to wage differen-
tials. In particular, compensation schemes that link pay level with the employ-
ee’s job performance will generate wage differentials among employees with
different performance. Because the wages of the employees who are compen-
sated through performance pay reflect differences in worker performance, they
should be unrelated to worker characteristics that do not affect performance.
This is likely to be the case when the pay level is explicitly tied to some objec-
tive performance measure(s), such as the number of units produced. However,
because obtaining objective information on worker performance can be difficult,
the determination of performance pay is often based on subjective evaluations
of employee performance. Although subjective evaluations may potentially
provide a more comprehensive view of job performance by accounting for work
aspects that are not quantifiable or measurable, they are also prone to biases
arising from supervisors’ personal opinions, impressions and preferences.
These subjective biases can disrupt the relationship between performance eval-
uations and actual worker performance, which can result in distortions of the
within-firm wage structure when biased evaluations are used to make decisions
about pay level and promotions.

This thesis provides an empirical analysis of the determinants of worker
pay level and pay-related personnel decisions including subjective performance
evaluations and promotions. Empirical estimations employ two worker-level
data sets from Finland: a unique longitudinal personnel data set from of a large
university and a 7% random sample of the Finnish population. The research
articles of this thesis contribute to the empirical research literature in personnel
economics, labour economics and regional economics by analysing two main
research topics. First, the research articles that employ the personnel data ana-
lyse the role of worker output and worker characteristics in wage determination,
subjective performance evaluations and promotion decisions. The main focus of
these articles is on examining how these pay-related decisions depend on gen-
der, job seniority and worker output (measured either in absolute terms or rela-
tive to peers). Second, the research articles that use the random sample examine
the responsiveness of the pay level to local unemployment conditions. In par-
ticular, these articles analyse whether the pay level is more responsive to the
unemployment level in less agglomerated and more remote regions (as might
be expected if employers have a higher degree of local monopsony power in
such regions) and test whether the estimates of the local pay-unemployment
relationship are sensitive to the chosen estimation technique, unemployment
measure and regional disaggregation.

The remainder of this introductory chapter is organized as follows: The
next section provides an overview of the research literature that is related to the
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topics analysed in this thesis. Section 3 briefly describes the relevant institution-
al characteristics of the country being analysed (Finland). Section 4 provides an
outline of the thesis.

2  Related research literature

21  Performance-related compensation schemes

Pay schemes that link worker compensation to job performance have become
increasingly popular over the past decades and are currently used extensively
to compensate workers employed in a wide variety of jobs in both private com-
panies and in public organizations (Brown and Heywood 2002; Weibel et al.
2010; Lucifora 2015)2. The primary objective of performance-related pay
schemes is to generate incentives for employees to exert greater work effort,
which, in turn, is expected to translate into higher worker productivity. The
empirical research literature provides strong supportive evidence for the bene-
ficial productivity effects of pay-for-performance schemes relative to a non-
contingent (fixed wage) scheme, at least in occupations where worker perfor-
mance is easily observable and measurable (Lazear 2000; Shearer 2004)3. The
empirical findings indicate that productivity gains of performance-based pay
schemes are attributable to two factors. First, the adoption of these schemes in-
creases, on average, the productivity of workers. Second, the implementation of
pay-for-performance schemes may initiate a productivity-enhancing self-
selection process: such schemes tend to attract highly skilled employees and to
increase the retention of more productive workers and the attrition of low-
performing workers (Bishop 1987; Dohmen and Falk 2011). In addition to the
incentive motive, employers may have other motives to adopt pay-for-
performance schemes. They may use these schemes, for example, to motivate
employees to devote more working time to activities desired by the employer.
Furthermore, employers may adopt these schemes to increase wage flexibility
(e.g., Kauhanen and Piekkola 2006).

Employers can use alternative mechanisms to link compensation with
worker performance, one of which involves tying compensation explicitly to
observed measures of performance, such as units of output produced or some
other accurate measure (e.g., personal sales volumes)*. Employing such explicit

2 In this section, we focus on pay schemes that relate compensation to worker-level
performance. Alternatively, employers often use incentive schemes that tie compen-
sation to performance measures that are assessed at a more aggregated level; for ex-
ample, pay schemes that link compensation to team performance or firm profits are
widely used (e.g., Long and Fang 2012; Bandiera et al. 2013).

3 However, as illustrated by Ariely et al. (2009), the productivity effects may depend
on the level of performance pay, with very high reward levels leading to reduced
performance.

4 This section covers only compensation schemes that create incentives to employees
by linking rewards to work performance. However, theoretical studies also present
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contracting, however, requires employers to have detailed, objective infor-
mation on their employees” work output. The extensive theoretical literature on
the optimal responsiveness of compensation to worker performance highlights
several factors that may hamper the collection of accurate information on work-
er performance (e.g., Holmstrom 1979; Lazear and Rosen 1981; Holmstrom and
Milgrom 1991; Baker et al. 1994): monitoring work effort can be costly, some
aspects of work effort are not directly observable or measurable (e.g., social in-
teraction), and the available performance measures can be inaccurate (e.g., due
to measurement error or manipulation by employees) and can vary for reasons
unrelated to work effort (e.g., lower sales during an economic downturn).

The absence or noisiness of worker-specific performance measures make it
more difficult for employers to identify those employees who currently outper-
form their peers - and who should thus be rewarded with wage bonuses or
promotions to higher paying jobs. However, even when accurate information
on worker performance is available, employers may be reluctant to tie compen-
sation to specific performance measures because doing so may lead to undesir-
able behavioural effects: linking compensation to specific observable measures
of job performance may cause employees to focus their work effort on these
rewarded activities at the expense of other, non-rewarded activities
(Holmstréom and Milgrom 1991; Baker 1992). Furthermore, tying compensation
to quantifiable performance measures may induce employees to strive for a
higher output at the expense of output quality (Paarsch and Shearer 2000). Due
to these potentially adverse behavioural effects, together with the inaccuracies
and limitations of observable performance measures, employers may base their
compensation decisions on subjective employee performance evaluations. Thus,
supervisors may develop subjective assessments of the job performance of their
subordinates (possibly by incorporating available information about actual
work effort into their assessments), which are then used as a basis for rewards
for better-performing employees (e.g., Prendergast and Topel 1993). Alterna-
tively, employers may find it optimal to adopt contracts that tie employee com-
pensation to combined information on observed performance measures and
subjective performance appraisals (Baker et al. 1994).

Subjective performance appraisal introduces an element of supervisory
discretion and has the advantage of accounting for work aspects that are not
easily quantified and measured, thus enabling a comprehensive evaluation of
job performance. However, subjective appraisal also leaves more room for a
supervisor’s personal opinions, impressions and preferences (Bol 2008, 2011;
Bol and Smith 2011), which may, in the absence of appropriate incentives for
supervisors, lead to biased evaluation outcomes. The empirical literature re-

several alternative mechanisms that employers can use to provide incentives for a
greater work effort. For example, the promotion of relatively better performers to
higher paying jobs may serve as an incentive for employees to increase their work ef-
fort (Lazear and Rosen 1981). Alternatively, dismissal of underperforming employees
may act as an incentive for work effort (Shapiro and Stiglitz 1984). For comprehen-
sive reviews of theoretical research on performance pay schemes and other incentive
schemes, see Lazear (1995), Prendergast (1999) and Lazear and Oyer (2013).
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ports several biases that may cause subjective appraisals to be inconsistent with
employees’ actual work performance. First, such appraisals may be affected by
worker characteristics unrelated to productivity, such as race (Elvira and Town
2001) and gender (Bartol 1999; Castilla 2012), and supervisors appear to rate
subordinates with attributes similar to their own more favourably. For example,
evaluators tend to assign higher ratings to subordinates of their own race
(Kraiger and Ford 1985; Elvira and Town 2001). Second, supervisors may be
reluctant to differentiate among employees, causing performance ratings to
cluster around certain “norm” ratings (e.g., Murphy 1992). Consequently, per-
formance ratings are less variable than would be expected based on the vari-
ance in actual work performance. Third, supervisors tend to show leniency in
performance appraisals by rating their subordinates higher than the employees’
actual performance warrants, particularly when the ratings are used for admin-
istrative purposes, such as determining wage increases and promotions (e.g.,
Jawahar and Williams 1997; Moers 2005).

Supervisors may have different motives for giving biased performance
appraisals, including a reluctance to communicate poor evaluations to employ-
ees, a desire to curb wage increases when performance ratings are attached to
wage levels and having the inclination to favour some employees over others
(e.g., Prendergast & Topel 1993). Subjective biases in evaluations can disrupt the
relationship between performance ratings and actual worker performance,
which may have many undesirable consequences (e.g., Prendergast and Topel
1993; Moers 2005; Golman and Bhatia 2012). Most notably, such biases reduce
the informational value of performance evaluations and can result in inaccurate
personnel decisions when biased evaluations are used to make decisions about
pay raises, promotions and dismissals. The misallocation of pay raises and un-
warranted promotions to higher paying jobs may, in turn, result in distortions
of the within-firm wage structure. Such distortions will reduce incentives for
both poor and good performers and may lead to lower productivity, higher la-
bour turnover costs and the loss of competent workers with extensive, firm-
specific human capital. Additionally, biases in subjective performance ratings
reduce the usability of these ratings for research purposes, as economic studies
often use subjective performance ratings as a proxy for actual worker produc-
tivity (e.g., Flabbi and Ichino 2001; Pema and Mehay 2010).

One prominent feature of pay-for-performance schemes is that they
should eliminate wage differentials that are not related to job performance:
workers with equal work effort or output should earn similar salaries irrespec-
tive of their background characteristics. Consequently, performance pay
schemes are likely to reduce the importance of worker characteristics (e.g., gen-
der and race) and other factors (e.g., local unemployment conditions) in the re-
muneration of employees®. However, this may not hold in practice because,

5 There is some evidence to suggest that worker characteristics that are unrelated to
productivity play no role in pay determination when compensation is based on job
performance. For example, Heywood and O’Halloran (2005) found that racial wage
differentials existed only for employees who were paid time rates and not for em-
ployees who were paid output-based pay.
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with an exception of piece rate pay schemes, total salary is often only partly tied
to job performance; hence, the fixed component of salary is prone to influences
from irrelevant factors. Furthermore, performance rewards may differ across
worker groups (owing, for example, to the higher bargaining power of some
worker groups) and performance pay is liable to supervisory discretion when it
is determined based on the outcome of subjective performance evaluation ra-
ther than some objective measure(s) of job performance.

While there exists an extensive body of theoretical work on various as-
pects of performance-related compensation schemes, the related empirical re-
search remains limited due to a lack of suitable data sets that include infor-
mation on worker performance measures. In the absence of more direct perfor-
mance measures, prior studies on wages and promotions have often used sub-
jective performance evaluations (e.g., Medoff and Abraham 1980, 1981; Flabbi
and Ichino 2001, Dohmen 2004; DeVaro 2006; DeVaro and Waldman 2012) or
performance-related pay components (e.g., Cassidy et al. 2016; DeVaro and
Kauhanen 2016) to account for the differences in worker performance. These
studies generally show that differences in worker performance translate into
differences in rewards, indicating that employers use information on job per-
formance to award rewards: better-performing employees are typically found
to have higher wages and a higher probability of being promoted than their less
well-performing colleagues with equal qualifications®. Furthermore, data from
the academic labour market have provided an ideal setting for an analysis of
the relationships between employee rewards and job performance, because the
data on academic employees frequently include detailed individual perfor-
mance measures, such as research productivity and teaching merit. The existing
empirical evidence suggests that compensation schemes in academia reward
good performance: a large body of evidence illustrates that increased academic
performance is related to higher pay levels (e.g., Moore et al. 1998; Bratsberg et
al. 2010) and higher promotion rates (e.g., Ginther and Hayes 2003; Haeck and
Verboven 2012).

2.2 Gender differences in compensation

A vast body of empirical literature indicates that a gender wage gap is a persis-
tent feature of labour markets (e.g., Arulampalam et al. 2007). The findings of
the empirical research illustrate that the gap in average wages of male and fe-
male workers (“unadjusted gender wage gap”) largely reflects gender differ-
ences in background and job characteristics. Most notably, men and women
tend to segregate to different occupations and industries (Blau and Kahn 2000).
Taken together with the fact that female-dominated occupations and industries
typically have lower wage levels than male-dominated occupations and indus-
tries (e.g., Macpherson and Hirsch 1995), the gender segregation will result in

6 A recent study by Frederiksen et al. (2017) combines personnel data from several
previously published studies to provide consistent evidence that subjective evalua-
tions of work performance are positively related to pay levels and promotions.
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gender pay gap of otherwise identical male and female workers’. Furthermore,
the empirical findings suggest that the unadjusted gender pay gap is partly at-
tributable to differences in productivity-related worker attributes. For example,
female workers typically have more career breaks due to childbearing and
heavier family and household responsibilities and, hence, have less job seniority
and work experience (e.g., Waldfogel 1998). The higher frequency of career
breaks will interrupt career advancement and result in a lower pay level, for
example, due to lower seniority-related wage bonuses. Finally, female workers’
lower probability of achieving the high-paid jobs of the organizational hierar-
chy provides yet another explanation for the gender wage gap, as empirical
findings suggest that women are less likely to be promoted than are equally
qualified men (e.g., Pergamit and Veum 1999; Pekkarinen and Vartiainen 2006).
However, although many countries have enacted equal pay legislation to
enforce employers to pay equal wages for male and female employees with
similar qualifications and work experience (e.g., Polachek 2014), the research
literature reveals that women earn less than men do, even after accounting for
differences in background and job characteristics (e.g., Altonji and Blank 1999)8.
The remaining gender wage gap that is unexplained by differences in worker
and job characteristics is often attributed to discriminatory behaviour towards
female workers. Theoretical studies propose alternative motives for the gender-
based pay discrimination. The gender gap in pay may be attributable to em-
ployers” discriminatory tastes against female workers (Becker 1957)°. Alterna-
tively, the male-female pay gap may result from ‘statistical discrimination” by
employers. According to the statistical discrimination models, employers may
use information on gender-specific averages of productivity-related characteris-
tics to form expectations about the productivity of individual employees and
pay lower wages for female workers when this information leads them to ex-
pect that women are less productive (e.g., Phelps 1972; Aigner and Cain 1977).
Employers” monopsony power provides yet another explanation for the pay
discrimination against female employees: given that women have a lower elas-
ticity of labour supply than men do, monopsonistic employers may pay lower
wages for female employees than male employees without inducing an increase
in the quit rate of women (Barth and Dale-Olsen 2009; Hirsch et al. 2010).
However, the research literature also provides supportive evidence for a
set of alternative explanations for the remaining unexplained gender pay gap.
For example, female employees may be less willing to apply for pay raises and

7 The differences in pay levels of occupations/industries with different shares of fe-
male workers imply that the gender pay gap is partly attributable to gender differ-
ences in educational decisions made prior to entering the labor market: women may
more often attain educational degrees that qualify for a job in female-dominated oc-
cupations (e.g., Blau and Kahn 2000).

8 In fact, some studies have illustrated that enforcement of equal pay legislation does
not necessarily lead to the narrowing of the gender pay gap (e.g., Shapiro and
Stelcner 1987).

9 According to Becker’s (1957) model of the taste-based discrimination, gender-biased

wage outcomes may also result from co-workers’ or customers’ discriminatory tastes
against female employees.
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promotions (Babcock and Laschever 2003; Booth 2009). The gender pay gap
may also reflect gender differences in outside job opportunities: female em-
ployees may receive fewer outside job offers than do their male colleagues,
which may reduce their bargaining power in the wage negotiations (Blackaby et
al. 2005). Furthermore, gender differences in preferences and allocation of
working time between job duties with different rewards may explain the male
wage premium (e.g., Daymont and Andrisani 1984). Finally, gender differences
in attitudes towards risk, competition and negotiation may contribute to the
gender gap in wages (Bertrand 2011).

The unexplained gender gap in wages may also reflect gender differences
in productivity (job performance). In the absence of information on worker
productivity, studies on gender pay gap often add productivity-related proxy
variables, such as job seniority and educational level, to control for productivity
differences. These proxy variables may only partly account for actual differ-
ences in worker productivity, and hence, the observed gender pay gap may suf-
fer from omitted variable bias. However, the empirical evidence illustrates that
gender differences in compensation also exist in labour markets in which the
worker productivity is more easily observed and measured. One such labour
market is that of university faculty. The research on gender differences in la-
bour market outcomes in academia illustrates that female faculty members earn
less (e.g., Toutkoushian 1998; Blackaby et al. 2005) and are less likely to be pro-
moted (e.g., Ward 2001; Ginther and Hayes 2003) than are male colleagues of
comparable merit and productivity.

Based on the discussion above, it may be misleading to conclude that the
unexplained gender wage gap (the gap that is observed after adjusting for dif-
ferences in background characteristics) is entirely attributable to discriminatory
behaviour. The reason is that the estimate of the gender wage gap may suffer
from omitted variable bias: estimated wage regression may exclude regressors
that partly determine wage level and correlate with gender, causing the gender
pay gap estimate to be biased. However, while it may be tempting to conclude
that there exists no gender-based discrimination in wage-setting when wage
regression yields a negligible coefficient estimate on the gender variable, this
conclusion can be misleading if one or more of the included control variables
are partly determined by gender. For example, if female workers are less likely
to achieve occupations higher up the organizational hierarchy than otherwise
comparable male workers (causing the occupation variable to be gender-biased),
a wage regression that controls for occupation may yield an underestimate of
the true gender wage gap (see, e.g., Neal and Johnson 1996; Becker and
Toutkoushian 2003)10.

Empirical findings demonstrate that the gender gap in wages has nar-
rowed over time in many countries (e.g., Blau and Kahn 2000). The reduction in

10 While drawing definite conclusions about the gender-based discrimination from ob-
servational data can be challenging, studies that have employed experimental tech-
niques to assess discrimination in labor market outcomes (in particular in hiring) of-
ten provide strong evidence to suggest that women are discriminated against in the
labor market (see, e.g., Azmat and Petrongolo 2014).
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the gender gap is attributable to various changes in the labour markets. In par-
ticular, the wage inequality between genders has been reduced as the increased
labour market participation and educational attainment of women have ena-
bled them to enter better-paid occupations and industries that were previously
occupied by men (Blau and Kahn 2000; Mulligan and Rubinstein 2008). Moreo-
ver, the increase in the incidence of performance-based pay schemes may po-
tentially have promoted gender pay equality. Based on the discussion in the
previous section, the gender pay gap may be lower for employees compensated
by means of performance-based pay schemes, because in these schemes, equally
productive employees should earn similar pay, regardless of their background
characteristics. However, the empirical research on whether this is in fact the
case is inconclusive: some findings suggest that the gender pay gap is smaller
when workers are paid on the basis of output rather than on the time they spent
working (Jirjahn and Stephan 2004; Petersen et al. 2007), while others indicate
that gap is more pronounced in pay-for-performance wage systems (De la Rica
et al. 2010; Kangasniemi and Kauhanen 2013). This finding may be explained by
the fact that employers may be able to alter the rewards for better job perfor-
mance between male and female workers. Moreover, when performance pay is
based on a subjective evaluation of job performance by employee’s supervisor,
the gender pay gap may arise from gender differences in evaluation outcomes
(Bartol 1999; Castilla 2012). Furthermore, the total salary of the employees is
typically only partly dependent on personal job performance, and the fixed
component of salary may be prone to gender discrimination.

2.3  Responsiveness of wages to local unemployment conditions

The exhaustive empirical work of Blanchflower and Oswald (1990, 1994) on the
responsiveness of wages to local unemployment conditions in twelve countries
yielded two notable conclusions. First, their findings from the analysis of work-
er-level data sets consistently showed that the wage level was negatively relat-
ed to the local unemployment level, indicating that wages were lower in re-
gions with higher unemployment. This finding contradicted the paradigm of
the compensating wage differential theory, which predicts a positive relation-
ship between local unemployment and the pay level (Harris and Todaro 1970).
According to this theory, employees of the high-unemployment regions earn
compensating wage differentials for the higher unemployment risk in these re-
gions, and therefore, wages are positively related to the local unemployment
level. Blanchflower and Oswald labelled the negatively sloping local pay-
unemployment relationship as the “wage curve”. Subsequent empirical support
for the wage curve relationship is overwhelming, as it has been confirmed in
over 40 countries (Nijkamp and Poot 2005; Blanchflower and Oswald 2005)'1.

11 Blanchflower and Oswald (1994) proposed efficiency wages as one possible explana-
tion for the wage curve relationship. According to the efficiency wage theory (e.g.,
Shapiro and Stiglitz 1984), an inverse wage-unemployment relationship arises be-
cause the higher local unemployment worsens the outside options of the employees,
which reduces the wage levels needed to deter workers from shirking. In addition to



21

Second, their results suggested that the magnitude of the regional pay-
unemployment relationship, which is commonly measured using the unem-
ployment elasticity of pay, was substantially similar in all twelve countries ana-
lysed: the findings consistently indicated that a ten-percent increase in the local
unemployment rate resulted in a one-percent decrease in wage level. Based on
this empirical observation, Blanchflower and Oswald concluded that the re-
sponsiveness of wages to local unemployment did not seem to be affected by
cross-country differences in the labour market institutions of countries. The
magnitude of the wage curve relationship is of considerable economic interest
because it measures the degree of wage flexibility with respect to local unem-
ployment conditions. In contrast to the findings of the pioneering work of
Blanchflower and Oswald (1990, 1994), subsequent studies reveal that this
magnitude varies considerably across countries (see, e.g., the meta-analysis of
Nijkamp and Poot 2005). The findings of the later studies also indicate that local
wage responsiveness is contingent on labour market institutions. Indirect evi-
dence is based on less elastic wage curves in countries with more centralized
wage bargaining systems, such as those in Nordic countries (see, e.g., Albeek et
al. 2000; Nijkamp and Poot 2005), and union workers (e.g., Card 1995; Barth et
al. 2002), and more direct evidence is provided by studies illustrating that the
slope of the wage curve changes as a result of the restructuring of the wage
bargaining system and other labour market reforms (Devicienti et al. 2008;
Cholezas and Kanellopoulos 2015; Daouli et al. 2017).

3  Institutional background

31  Wage setting in Finland

Wage setting in Finland is characterized by a high centralization of bargaining,
with wage bargaining occurring between the labour unions and employer or-
ganizations!2. Wage negotiations are typically conducted either at the sectoral
level or at the level of the federations of labour unions and employer organiza-
tions. In the latter case, the government has often participated in wage negotia-
tions, in which case the negotiated collective agreements are typically joined
with changes in taxation, labour market policies and pensions, social security
and unemployment insurance systems (the resulting agreements of such tripar-
tite negotiations are referred to as comprehensive incomes policy agreements).

efficiency wage theory, Blanchflower and Oswald relied on the labor contract model
and union bargaining model to develop alternative theoretical explanations for the
wage premium of the workers in low-unemployment regions. Later studies by
Campbell and Orszag (1998) and Sato (2000) introduce additional theoretical expla-
nations for the wage curve relationship, building upon an extension of the efficiency
wage model and a search theory, respectively.

12 There is a long tradition of highly centralized (and coordinated) wage bargaining in
Finland: the key features of the wage bargaining system have been substantially
similar since the late 1960s (Uusitalo and Vartiainen 2009).
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Negotiated sectoral collective agreements specify the minimum pay levels of
different occupations, general wage increases and other minimum terms of em-
ployment.

Owing to the high union membership rate - in 2015, 76% of the employees
were members of labour unions (Statistics Finland 2016) - the coverage of the
collectively bargained wage agreements is very high. All public sector employ-
ees are covered by the collectively bargained agreements. Moreover, when the
sectoral collective agreements are declared generally applicable, these agree-
ments extend to cover also many of the non-unionized private sector employees.
The general applicability of the sectoral collective bargaining agreements is de-
termined by a special commission, which is appointed by the government and
guided by legislation (Act on Confirmation of the General Applicability of Col-
lective Agreements). In a typical case, a sectoral collective agreement is declared
generally applicable when half of the employees in the sector work in firms that
are members of an employers’ association. In 2014, approximately 76% of pri-
vate sector employees worked in firms that were members of employer organi-
zations; however, due to generally applicable collective agreements, over 84%
of all private sector employees were covered by the collective agreements. For
employees both in the private and public sectors, the share was approximately
89% (Ahtiainen 2016). The wage formation of the employees not covered by the
collective agreements (in 2014, these employees comprised approximately 11%
of all employees) is subject to few restrictions. Their wage formation is not re-
stricted by the occupation-specific minimum wage levels and general wage in-
creases specified in the collective agreements. Furthermore, there is no statutory
minimum wage in Finland. However, the legislation states that the employees
not covered by the collective agreements (or other wage contracts) will be paid
a ‘customary and reasonable’ wage (Employment Contracts Act).

Following the international trends (e.g., Brown and Heywood 2002), vari-
ous types of performance-related pay schemes have become more common
practice for worker compensation also in Finland over the last few decades
(Piekkola 2005; Kauhanen and Piekkola 2006). The increased implementation of
such pay schemes may reflect employers’ objective to increase flexibility in
wage setting’. In the private sector, for example, manufacturing industries
have widely adopted pay schemes that link employer compensation (partly)
with job performance. The performance-based pay schemes used in the manu-
facturing industries include, for example, piece-rate schemes, team bonus
schemes and schemes that tie total earnings partly to employee performance
evaluations (Pekkarinen and Vartiainen 2006; Pekkarinen and Riddell 2008;
Pekkarinen and Uusitalo 2012).

In addition to private sector companies, pay schemes that tie remunera-
tion partly to job performance have also been widely adopted in the public sec-
tor. The compensation of employees in the central government and state-

13 In fact, survey responses of Finnish manufacturing employers reveal that increasing
wage flexibility has been one of the objectives in the adoption of performance-related
pay schemes (see Kauhanen and Piekkola 2006).
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funded organizations is generally based on a salary system that determines to-
tal earnings based on two factors: the complexity of the job duties and personal
job performance. In this salary system, the base salary level of an employee is
determined by his or her position on a job complexity ladder, where each rung
of the ladder is attached to a predetermined base salary level. The base salaries
attached to complexity rungs are established by a collective bargaining agree-
ment. In addition to complexity level-specific based salaries, the salary system
uses subjective performance ratings to determine salary variation within the
complexity levels; each performance grade increases the complexity level-
specific based salary by a predetermined percentage’4.

The centralized wage setting and generally binding collective agreements
may reduce the responsiveness of wages to factors such as firm-specific de-
mand conditions and local labour market conditions. Importantly for the analy-
sis of this thesis, wages may be less responsive to the unemployment level in
local labour markets of Finland than in countries where wage bargaining is
conducted at a more decentralized level’®. In other words, the slope of the Finn-
ish wage curve relationship may be smaller than those in countries with more
flexible wage-setting systems. In fact, consistent with this assumption, Albaek et
al. (2000) found no evidence of a negative relationship between wages and the
regional unemployment rate in Finland. However, contrary to the findings of
Albeek and others, the results in Pekkarinen (2001) and Maczulskij (2013) sug-
gest that wages respond to local unemployment conditions also in Finland,
hence confirming the existence of the wage curve relationship. Their findings
underline the fact that although the collective bargaining agreements limit the
downward flexibility of wages by defining the general wage increases and the
minimum wage levels of different occupations, the Finnish wage-setting system
still leaves plenty of room for local wage flexibility’®. For example, employers
can pay wages (wage increases) that exceed contractual wages (wage increases).
Furthermore, based on mutual agreement between employers and employees,
locally negotiated wage increases can deviate from general wage increases.
These features can both potentially increase the responsiveness of wages to lo-
cal labour market conditions.

14 A very similar pay scheme is also employed in some private sector manufacturing
industries (see Pekkarinen and Vartiainen 2006).
15 The findings of Blien et al. (2013) provide some evidence to suggest that wages are

more responsive to local unemployment conditions (i.e., the slope of the wage curve
relationship is larger) when wage bargaining occurs at a more decentralized level.

16 For a detailed description of the Finnish wage-setting system, see Uusitalo and Var-
tiainen (2009).
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3.2  Regional unemployment in Finland

In the following empirical analysis of the responsiveness of the pay level to lo-
cal unemployment conditions, both NUTS-3 regions (Nomenclature of Units for
Territorial Statistics) and LAU-1 regions (Local Administrative Units) are used
as local labour markets!”. The NUTS-3 classification disaggregates mainland
Finland into 19 regions and the LAU-1 classification into 79 regions. Local un-
employment conditions vary substantially across different regions of Finland.
Figure 1 reports the changes in the unemployment rates of the NUTS-3 regions
between 1989 and 2015. At the beginning of the 1990s, the overall unemploy-
ment level in Finland was very low; in 1990, unemployment rates for the NUTS-
3 regions varied between 1% and 6%. In 1991-1993, Finland underwent a seri-
ous economic recession (often referred to as the Finnish Great Depression),
which led to a sharp increase in the regional unemployment rates, with some
regions suffering more than others: in 1994, the unemployment rates for the
NUTS-3 regions ranged from 13% to 22%. The recession was followed by a long
period of uninterrupted economic growth (in 1994-2007, the average growth
rate of the GDP was 4%), which led to a gradual decrease in overall unemploy-
ment. However, the notable regional differences in unemployment have proven
to be very persistent: in 2015, the unemployment rates for the NUTS-3 regions
varied between 6% and 15%.

FIGURE1 Unemployment in NUTS-3 regions (1989-2015)
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Notes: Mean, maximum and minimum unemployment rate of the NUTS-3 regions
(before 2011, 19 regions; after 2010, 18 regions; Aland Islands excluded). Unem-
ployment figures are based on the Labour Force Survey (Statistics Finland).

17 The borders of the LAU-1 sub-regions are in part determined to minimize the cross
border commuting flows and are typically considered reasonable approximations of
local labor markets.
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4  QOutline of the thesis

This thesis comprises four empirical research articles. Based on the research
topics, the thesis can be divided into two parts. The first part of the thesis anal-
yses the determinants of wages, promotions and employee performance evalua-
tions and provides answers to the following research questions:

- Do subjective performance evaluations of employees reflect actual differ-
ences in worker output? Are better-performing workers more likely to be
rewarded with higher performance evaluations and promotions than
their equally qualified co-workers with poorer work performance? Are
senior workers more likely to be rewarded with higher performance
grades and promotions than their less experienced colleagues with equal
qualifications and work output? (Chapter 2)

- Are female workers less likely to be rewarded with better performance
evaluations and promotions than their male colleagues with equal quali-
fications and work output? After accounting for differences in back-
ground characteristics and work output, do women earn less than men?
(Chapter 3)

The second part of the thesis examines the responsiveness of pay level to local
unemployment conditions and seeks to address the following research ques-
tions:

- Is there a relationship between the wage level and the local unemploy-
ment rate? Does the responsiveness of pay level to local unemployment

conditions depend on the degree of regional economic agglomeration?
(Chapter 4)

- Is the slope estimate of the local pay-unemployment relationship sensi-
tive to the choice of the unemployment measure or estimation technique?
(Chapter 5)

Chapters 2 and 3 provide econometric case studies that utilize a longitudinal
personnel data set from a large Finnish university to analyse the role of worker
attributes and work output in employee performance evaluations, promotions
and wage determination. Although results based on a single organization
should be interpreted with some caution, there are many advantages of using
such data to study different career outcomes. In particular, the data from per-
sonnel records allow one to analyse compensation and careers within an inter-
nal labour market with homogenous personnel policies and uniform criteria for
remuneration and career advancement. Furthermore, personnel data are typi-
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cally highly accurate and contain detailed information on attributes not availa-
ble in customary survey and administrative data sets.

The personnel data used in this thesis provide unique information on
worker performance and job hierarchy that allows us to address some of the
limitations of previous studies of the same topics. First, we use these data to
examine how subjective evaluations of worker performance depend on differ-
ent worker attributes when differences in actual work output are accounted for.
Additionally, the data set provides a detailed complexity ladder of job duties
that enables us to overcome challenges related to the determination of job hier-
archy, allowing us to analyse promotions along a well-defined job ladder. Fur-
thermore, the data allow us to analyse whether promotion and pay decisions
are based on objective and subjective measures of worker performance when
accounting for differences in worker background characteristics.

The empirical analyses of Chapters 2 and 3 provide insights into compen-
sation decisions under a formal salary system in which a subjective evaluation
of job complexity and personal work performance determine an employee’s
total salary level. The structure of the university’s pay scheme provides a useful
case for analysing the roles of personal job performance and worker attributes
in total compensation. In this pay scheme, each employee is assigned to one of
the eleven rungs of the job complexity ladder, which determine the base salary
levels, and to one of the nine performance grades, which determine the wage
range within each complexity rung. Compensation is not explicitly linked to
observable performance measures or worker attributes; hence, worker out-put
and attributes can influence salaries only indirectly by affecting supervisors’
subjective judgements regarding whether employees should be awarded with
higher performance grades or be promoted to higher rungs of the complexity
ladder.

Chapter 2 examines the extent to which differences in subjective perfor-
mance evaluations can be attributed to differences in work output and job sen-
iority. In addition, it analyses the effects of work output, job seniority and sub-
jective performance evaluations on the probability of promotion along the job
ladder. A descriptive analysis of the personnel data leads to several interesting
conclusions regarding employee performance evaluations and promotions. First,
the mean performance grade increased along the job ladder, indicating that
employees higher in the job hierarchy also tended to receive higher perfor-
mance grades. Second, the analysis illustrates that within-job level performance
grades tended to cluster into a few “norm” grades. Third, the findings suggest
that there was notable downward rigidity in the subjective performance evalua-
tions, as performance grades were almost never downgraded. Fourth, the de-
scriptive analysis reveals that demotions along the job complexity ladder were
rare.

The analysis of the determinants of performance evaluations reveals that
when comparing employees with equally complex job duties and similar back-
ground characteristics, the employees who outperformed their peers (i.e., those
who had a higher relative work output) were more likely to have above-
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average performance grades. Moreover, employees with higher (relative) work
output tended to have higher performance grades than their equally qualified
colleagues with lower output. Additionally, the findings indicate that better-
performing employees - with output measured both in absolute terms and rela-
tive to peers - had a higher probability of being upgraded to higher perfor-
mance grades and being promoted to more complex jobs than their peers with
similar characteristics but lower output. The analysis of performance evalua-
tions also reveals that employees with more job seniority (measured in years of
university service) tended to have higher performance grades than their less
experienced peers with equal qualifications and output.

The promotion analysis illustrates that employees with higher perfor-
mance grades had a higher probability of promotion, suggesting that supervi-
sors also used prior evaluations of employee performance to guide their promo-
tion decisions. Furthermore, the findings provide some evidence to suggest that
more senior employees had a higher probability of being upgraded to higher
performance grades and being promoted, although the statistical significance of
the job seniority estimates depends on the included control variables.

Chapter 3 evaluates the role of gender in earnings determination, perfor-
mance evaluations and promotion decisions within well-defined job ladders
while accounting for differences in background characteristics and worker out-
put. The results suggest that male and female researchers were equally likely to
be promoted, conditional on individual research productivity. An analysis of
the determinants of employee performance evaluations revealed that gender
played a negligible or no role in evaluation decisions. The observed male pre-
mium in earnings was mainly attributable to individual differences in research
productivity and background characteristics: adjusting for these differences re-
duced the gender earnings gap from approximately 11% to approximately 1-2%.
Moreover, once the full set of controls was included, the gender coefficient was
no longer statistically significant. Additionally, the results demonstrate that fe-
male researchers had lower research output than did their male colleagues,
even after conditioning on a set of worker and job characteristics. The results
further suggest that female and male professors were paid equally, although
female employees were less likely to work as full professors than equally quali-
fied men were.

Additionally, the results indicate that higher research productivity was re-
lated to higher probabilities of being promoted to or working on the highest job
ladders (academic ranks). The findings also confirm that more productive re-
searchers received more favourable performance evaluations than others with
similar background characteristics, implying that the available worker output
information was effectively employed in the assessment of employee perfor-
mance and was therefore likely to reduce the subjectivity of the evaluation pro-
cess and result in more objective performance evaluations.

Chapters 4 and 5 employ longitudinal micro data from Finland to exam-
ine the responsiveness of pay level to local unemployment conditions. The mi-
cro-data analysed are based on a 7% random sample of the Finnish population
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drawn in 2001. The data from a sampling year were merged with data from
preceding and subsequent years, and the resulting longitudinal data include
information on the sampled individuals for the period from 1995 to 2006. The
analyses in these chapters focus on non-agricultural private sector employees
who lived in mainland Finland and, consequently, individuals who lived in the
Aland Islands (which constitute an autonomous province of Finland) as well as
individuals who were employed in the public sector or by the agriculture, for-
estry or fishing industries were excluded from the final sample. Additionally,
employees aged under 18 and over 68 were excluded from the sample. For the
wage curve analysis, the worker-level data were combined with regional data
on local unemployment rates measured at the LAU-1 level (79 sub-regions) and
at the NUTS-3 level (19 regions).

Chapter 4 examines the within-country variation in the local unemploy-
ment elasticity of pay. More precisely, the chapter examines whether the pay
level is more responsive to the unemployment level in less agglomerated and
more remote regions, as might be expected on the basis of the hypothesis pro-
posed by Longhi et al. (2006). They argued that the within-country variation in
the slope of the wage curve may arise from local monopsony power caused by
regional differences in geographical remoteness and in the degree of economic
agglomeration. Their reasoning is as follows: the combination of fewer jobs and
higher job mobility costs (including job search, commuting and migration costs)
in more remote low-agglomeration regions weakens the outside job opportuni-
ties of the workers in these regions; the poorer job opportunities give employers
local monopsony power over their employees, and consequently, employers
achieve greater flexibility in adjusting wages based on local unemployment
conditions. Consequently, the wage curve relationship is more pronounced in
remote low-agglomeration regions than in regions that have a high concentra-
tion of firms and are in close proximity to neighbouring regions.

The results consistently suggest that the pay level is lower in localities
with a higher unemployment level and hence provide strong support for the so-
called wage curve hypothesis, which predicts a negative relationship between
local unemployment and the pay level. Furthermore, the results indicate that
conditional on the local unemployment rate, the unemployment conditions in
neighbouring regions do not play a role in determining the pay level. The re-
sults provide some evidence that the magnitude of the wage curve relationship,
which is estimated based on the unemployment elasticity of pay, varies across
different geographical areas of a country. Moreover, the findings indicate that
once worker fixed effects are included to control for the composition bias result-
ing from the changing composition of the workforce (Solon et al. 1994), wage
curve slopes are similar across regions with different degrees of economic ag-
glomeration. Hence, the findings do not provide consistent support for the mo-
nopsony power hypothesis proposed by Longhi et al. (2006) and imply that the
failure to control for the unobserved worker heterogeneity (composition bias)
may explain why they found a more pronounced wage curve relationship for
the low-agglomeration regions than for the high-agglomeration regions of
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Western Germany. Further analysis based on a more direct measure of local
monopsony power, namely, the number of own-industry establishments in the
locality, supports a similar conclusion: the responsiveness of the pay level to
local unemployment conditions is not stronger for workers whose employers
potentially have more monopsony power over them.

Chapter 5 examines the sensitivity of the slope of the wage curve relation-
ship to different measures (definitions) of unemployment and different levels of
geographical aggregation at which the local unemployment is measured. In ad-
dition, the chapter analyses the responsiveness of the pay level to education
level-specific unemployment conditions in the locality by estimating the wage
curve relationship using regional unemployment rates disaggregated into four
education levels. The empirical analysis consistently yields negative elasticity
estimates, suggesting that the local unemployment level is negatively related to
the pay level. However, the results illustrate that a statistically and economical-
ly significant inverse pay-unemployment relationship is typically detected only
when worker fixed effects are controlled for. The estimate of the local unem-
ployment elasticity of pay varies considerably depending on the unemployment
measure used in the analysis but is not sensitive to the level of geographical
disaggregation at which unemployment is measured. Modifying standard un-
employment rates to exclude long-term unemployed and to include partici-
pants in active labour market programs has only a modest effect on elasticity
estimates. Finally, the negatively sloping pay-unemployment relationship is
detected only with overall regional unemployment rates, whereas education
level-specific regional unemployment rates yield a statistically insignificant
elasticity estimate close to zero.

Table 1 summarizes the research topics, data sets, empirical methodology
and the main findings of the research articles in Chapters 2-5.
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TABLE 1 An overview of the thesis

Ch. Research topic Empirical approach  Main findings

2 Worker output and job - Data: personnel - Employees with higher (relative)
seniority as determi- data from a large work output and more job sen-
nants of subjective per- Finnish university iority had higher performance
formance evaluations - Period: 2006-2012 evaluations.
and promotions - Methods: OLS, - Better-performing employees

linear probability had a higher probability of being
model, ordered upgraded to higher performance
probit grades and being promoted.

3 Gender differences in - Data: personnel - Gender has no effect on the
subjective performance data from a large probability of being promoted,
evaluations, promotions Finnish university conditional on research produc-
and earnings conditional - Period: 2006-2012 tivity.
on worker characteris- - Methods: OLS, - Gender played a negligible or no
tics and worker output linear probability role in the performance evalua-

model, ordered tion of employees.

probit - The male premium in earnings
was mainly attributable to indi-
vidual differences in research
productivity and background
characteristics.

4 Variation in the slope - Data: a 7% ran- - Pay level is lower in localities
estimate of the wage dom sample of the  with a higher unemployment
curve across regions Finnish popula- level.
with different degree of tion - Conditional on the local unem-
economic agglomeration - Period: 1995-2006 ployment rate, the unemploy-

- Methods: OLS, ment conditions in neighbouring
fixed effects re- regions do not play a role in de-
gression, 25LS termining the pay level.

- Once the unobserved worker
heterogeneity is controlled for,
the local unemployment elastici-
ty of pay is unrelated to the de-
gree of regional economic ag-
glomeration.

5 The sensitivity of the - Data: a 7% ran- - The slope estimate of the wage

slope estimate of the
wage curve to alterna-
tive unemployment
measures, regional dis-
aggregations and esti-
mation techniques

dom sample of the
Finnish popula-
tion
- Period: 1995-2006
- Methods: OLS,
fixed effects re-
gression, 25LS

curve varies considerably de-
pending on the unemployment
measure used.

- The negatively sloping wage
curve is detected only with over-
all regional unemployment rates,
but not with education level-
specific regional unemployment
rates.
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CHAPTER 2: WORKER OUTPUT AND SENIORITY IN
PERFORMANCE EVALUATIONS AND PROMOTIONS

*

Abstract

This study employs unique longitudinal personnel data from a large university
to examine the importance of worker output and job seniority in subjective per-
formance evaluations and promotion decisions. A descriptive analysis of the
data demonstrates that (1) employees higher up the job ladder received better
subjective performance grades, on average, (2) within-job level performance
grades tended to cluster into a few “norm” grades and (3) downgraded perfor-
mance ratings and demotions along the job ladder were infrequent, suggesting
that nominal wage cuts were rare. The econometric analysis shows that better-
performing employees — with output measured both in absolute terms and rela-
tive to peers - were more likely to be assigned higher performance grades, indi-
cating that subjective performance evaluations reflected actual differences in
worker output. Furthermore, the results suggest that the probability of being
promoted to higher job levels was positively associated with relative and abso-
lute work output and that promotion probability increased with prior subjec-
tive performance grades even after accounting for recent work output. Addi-
tionally, the findings suggest that employees with more job seniority were
evaluated as exhibiting higher performance than their equally productive but
less-experienced peers. Finally, the results provide some evidence that both the
probability of being upgraded to a higher performance grade and the probabil-
ity of being promoted along the job ladder increased with years of job seniority,
although at a diminishing rate.

Keywords: performance evaluation, promotions, job seniority, worker output
JEL Classification: ]24, M51, M52

This chapter is a joint work with Jaakko Pehkonen. The financial support from the
Finnish Cultural Foundation (grant number 00120284) and the OP Group Research
Foundation (grant number 201500181) is gratefully acknowledged.



39

1 Introduction

To generate incentives for employees to exert greater work effort, employers
may adopt compensation schemes that link wage bonuses or promotions to
higher-paying jobs to employee performance (e.g., Lazear and Rosen 1981; Luci-
fora 2015). While employers can sometimes tie pay and promotion decisions on
observed measures of worker performance, such as units of output produced or
sales records, the use of such measures as a basis for employee rewards may be
impractical in working environments where all tasks are not be easily observa-
ble or measureable or where measures are inaccurate or vary for reasons unre-
lated to work effort (e.g.,, Holmstrom 1979; Holmstrom and Milgrom 1991;
Baker et al. 1994). As an alternative or a complement to tying rewards to ob-
servable performance measures, employers may utilize subjective evaluations
of employees” work performance to determine pay increases and promotions.
While subjective performance evaluations potentially offer a more comprehen-
sive view of job performance by accounting for work aspects that are not easily
quantified and measured (Prendergast and Topel 1993), they also leave room
for a supervisor’s personal opinions, impressions and preferences, which may
lead to biased evaluation outcomes (Bol 2008, 2011; Bol and Smith 2011). Empir-
ical studies report several such biases, including supervisors” tendency to re-
frain from differentiation among employees by clustering performance ratings
around certain “norm” ratings (e.g., Murphy 1992) or to show leniency in per-
formance appraisals by rating subordinates higher than their actual perfor-
mance warrants (Jawahar and Williams 1997; Moers 2005).

The limitations and noisiness of both observable and subjective perfor-
mance measures make it difficult for employers to identify those employees
who currently outperform their peers, and who should thus be rewarded with
wage bonuses or promotions to higher paying jobs. When employers have lim-
ited or inaccurate information on worker performance, years of experience with
the current employer may provide a useful proxy for worker productivity in
reward decisions, given that workers with more job seniority may have accu-
mulated productivity-enhancing skills by means of learning-by-doing and on-
the-job training (e.g., Hutchens 1989; Topel 1991; Altonji and Williams 2005).
Furthermore, years of job seniority potentially carry information on past work
performance if employers offer longer labor contracts for better-performing
employees. However, job seniority-related rewards may also arise from super-
visory biases if supervisors favor senior workers for reasons unrelated to their
work effort (for example due to closer interpersonal relationships) and hence
reward them with better performance evaluations, pay increases or promotions
even when their actual work performance does not warrant those rewards (e.g.,
Prendergast and Topel 1996).

In this paper, we employ longitudinal personnel data from a large univer-
sity to provide new insights into how supervisors utilize information on job
seniority and employees” work output - measured both in absolute terms and
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relative to peers - to undertake performance appraisals and make promotion
decisions. The personnel data provide unique information on worker perfor-
mance and job characteristics that allow us to overcome some important limita-
tions of past studies. We first examine the relationship between performance
grades and a set of worker-specific output measures that capture a wide range
of academic duties (hereafter referred to as “objective performance measures”)
to assess whether subjective evaluations of performance provide accurate in-
formation regarding actual work performance differences. Empirical analyses
of the relationship between subjective and objective measures of job perfor-
mance are limited by the scarcity of suitable data sets. Previous empirical evi-
dence on this relationship, particularly from the research literature in personnel
psychology, have relied mainly on simple correlation analyses (e.g., Bommer et
al. 1995; Heneman 1986) and experimental designs in which participants evalu-
ated the job performance of hypothetical employees under experimenter-
controlled conditions (e.g., Bol and Smith 2011). We use an econometric analysis
of worker-specific performance data obtained from a real-life evaluation setting
in which performance ratings were used in actual merit pay decisions to assess
the relationship between subjective and objective measures of work perfor-
mance.

Next, we assess whether the probability of being promoted along the job
ladder depended on employees” work performance and job seniority. In the
absence of data on worker output, past studies on promotion determinants
have often used subjective performance evaluations (e.g., Flabbi and Ichino
2001; DeVaro 2006; DeVaro and Waldman 2012) or performance-related pay
components (e.g., Cassidy et al. 2016; DeVaro and Kauhanen 2016) to control for
productivity differences among workers!. The personnel data used in this study
allow us to analyze whether promotion decisions were based on objective and
subjective measures of work performance when accounting for differences in
worker and job characteristics. Furthermore, past studies attempting to identify
the predictors of promotions have been complicated by uncertainty regarding
the precise hierarchy of jobs, making it difficult to distinguish promotions from
other within-firm job changes such as formal upgrades of a current position that
do not involve changes in job duties (e.g., Pergamit and Veum 1999). The uni-
versity analyzed in this study uses an accurate job hierarchy based on a com-
plexity ladder of job duties in which higher levels are associated with greater
complexity, responsibility and autonomy, allowing us to examine promotions
along a well-defined job ladder.

The analysis yields empirical evidence to answer the following research
questions: Do subjective performance evaluations of employees reflect actual
differences in worker output? Are senior workers more likely to be rewarded
with higher performance grades and promotions than their less experienced

1 These studies generally find that better-performing employees have a higher proba-
bility of being promoted than their less well-performing colleagues with equal quali-
fications. A recent study by Frederiksen et al. (2017) combines personnel data from
several previously published studies to provide consistent evidence that subjective
evaluations of work performance are positively related to promotions.
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colleagues with equal qualifications and work output? Are better-performing
workers - measured using both objective and subjective measures - more likely
to be promoted?

The remainder of the paper is organized as follows. Section 2 describes the
institutional background of the study, consisting of a brief description of the
Finnish university system and a characterization of the compensation system
used in Finnish academia. Section 3 describes the personnel data and summa-
rizes the empirical results. Finally, Section 4 concludes with a summary of the
key findings.

2 Finnish universities, academic salaries and employee
evaluation

2.1 Universities and the salary system

There are 14 universities in Finland: ten are multidisciplinary, and four special-
ize in arts, technology or business?. Universities enjoy autonomy in research
and teaching and can independently organize their internal administration and
organizational structure within the boundaries established by the relevant legis-
lation (Universities Act). The universities are primarily funded by the central
government, and their core funding comes from the state budget. The Ministry
of Education and Culture determines the key parameters of the funding model
for the universities. In essence, the model allocates funding based on university-
specific teaching and research output measures, which determine approximate-
ly three-quarters of each university’s state budget-based core funding. The key
output measures of the funding model include (1) the number of completed
bachelor’s, master’s and doctor’s degrees, (2) the number of enrolled students
who achieve a threshold value of 55 credits each academic year, (3) a quality-
weighted count of scientific publications and (4) the amount of research fund-
ing received from external sources. In addition to output measures, one-quarter
of the public core funding is based on university-specific factors (e.g., the com-
position of academic disciplines) and strategic considerations that aim, for ex-
ample, to promote structural reforms that strengthen the universities’ areas of
expertise. In 2015, the state budget for universities was approximately 1.9 bil-
lion euros. In addition to direct state funding, the universities obtained approx-
imately 0.63 billion euros from external funding sources, including public and
private foundations, governmental funding bodies and private-sector firms. At

2 Based on the “QS World University Rankings 2016-2017”, ten Finnish universities
ranked among the top 550 universities in the world, with the University of Helsinki
ranked highest (91st). The university analyzed in this study, the University of
Jyvaskyla, ranked 338th.
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the end of 2015, the universities employed 14,917 full-time faculty members and
9,873 administrative and other full-time staff members.3

The salary system in academia - which is uniform across all Finnish uni-
versities - relates employee remuneration to job complexity and personal work
performance*. Based on the complexity of job duties and responsibilities, each
faculty member is assigned to one of the eleven complexity levels (or “rungs” of
the complexity ladder). Faculty members hold numerous academic occupation-
al titles that can be roughly categorized according to their job complexity®: ear-
ly-career researchers working on their doctoral dissertation (e.g., PhD students
and teaching assistants) work at complexity levels 1-4, with the exact level de-
pending on progress in graduate studies; researchers who have recently com-
pleted their doctoral studies work at complexity level 5 and those who have
more experience and are established postdoctoral researchers work at levels 6-7;
full professors work at complexity levels 8-11.6 In addition to these research-
oriented occupations, the faculty includes two teaching-oriented occupations:
university instructors who work at complexity levels 4-5 and university lectur-
ers who work at complexity levels 5-7. The key point highlighted here is that
the eleven-rung complexity ladder effectively determines the job hierarchy at
the universities but not the occupational titles (academic ranks). For example,
although full professor is the highest academic rank, each full professor is also
assigned to one of the four within-rank complexity levels (8-11) based on the
nature of his or her job tasks and responsibilities. In 2015, 39% of the full-time
faculty members of the research universities were working at complexity levels
1-4, 46% were at levels 5-7 and 15% were at levels 8-11 (AFIEE 2015).

The job complexity ladder determines the salary scale for faculty, with
base monthly salaries ranging from 1,795 euros at the lowest complexity level to
6,831 euros at the highest complexity level in 2015. The base monthly salaries
attached to each rung of the complexity ladder are established by a collective
bargaining agreement. Collective bargaining over salaries and working condi-
tions is conducted annually or biannually between the representatives of uni-
versity employers” and employees” associations’. In addition to complexity lev-
el-specific base salaries, the salary system uses a nine-grade performance rating
to determine salary variation within the complexity levels. The lowest perfor-
mance grade (1) indicates that an employee earns a monthly salary that is equal
to the base salary of the given complexity level. Performance grades from 2 to 9
increase the complexity level-specific base salary by approximately 4, 10, 16, 22,

3 Data sources: Ministry of Education and Culture, the Finnish National Board of Edu-
cation and the Association of Finnish Independent Education Employers.

4 See “General collective agreement for universities” for a detailed description of the salar
system (downloadable at http://www.sivistystyonantajat.fi/tiedostopankki/158).

5 For example, in the university analyzed in this study, the faculty members had 23
distinct occupational titles in the period 2006-2012.

6 The research faculty occupations at complexity levels 5-7 correspond to the assistant
and associate professor ranks of academia in North America and many European
countries.

7 Over the 2006 through 2015 period, the collectively bargained base salaries increased,
on average, by approximately 20%.
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28, 34, 40, and 46 percent, respectively. Figure 1 reports monthly salaries by
complexity level and performance grade in 2015. The figure reveals the over-
lapping nature of the salary system, as similar salary levels can be achieved
with different combinations of complexity level and performance grade. Finally,
faculty members can earn salary bonuses for some additional job tasks, most
notably for administrative duties. In 2015, complexity level-specific base salary,
performance grade-specific merit pay and other salary bonuses accounted for
81%, 17% and 2%, respectively, of an average employee’s total monthly salary
(AFIEE 2015).

FIGURE1 Monthly salaries by complexity level and performance grade in 2015
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2.2 Evaluation of job complexity and work performance

The collective agreement for the universities stipulates the general guidelines
for the process used to evaluate employees” job complexity and work perfor-
mance. However, the details of how the evaluations are conducted and are
scheduled in practice may vary across universities. We will now describe in
more detail the key aspects of the evaluation process, with an emphasis on the
evaluation procedures of the case university examined in this study.

At the time of recruitment, each employee is assigned an immediate su-
pervisor (typically the chair or vice-chair of a department) and classified into
one of the eleven job complexity levels and into one of the nine performance
grades based on their qualifications and prior merit. Following the initial classi-
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fication, an employee’s job complexity and work performance are assessed once
every two years in a pre-scheduled assessment meeting between the immediate
supervisor and the employee. The supervisor conducts the assessment meeting,
makes an evaluation proposal and communicates the proposal to the employee.
These job complexity and performance evaluations must be agreed upon and
signed by the employee and the supervisor8. The evaluation outcome must then
be approved by the dean of the faculty and finally by the central administration
of the university, which assesses the consistency of (performance) evaluations
across employees in the same discipline, occupation and job complexity level.
The employee is entitled to request a re-assessment between the assessment
meetings in the event of significant changes in his or her work performance, job
duties or other working conditions. Similarly, the supervisor may request a re-
assessment if a subordinate’s job requirements and/or work performance have
changed to such an extent that a new evaluation is considered necessary.

Evaluation of the employee’s job complexity level is based on a job de-
scription that describes (1) the nature and the main responsibilities of the job, (2)
the required interaction skills, and (3) the knowledge and skills needed for the
job. A representative employee at the lowest complexity levels holds a master’s
degree, conducts postgraduate research and has small-scale teaching and ad-
ministrative responsibilities, whereas a representative employee at the upper
end of the complexity ladder holds a doctoral degree (with eligibility to serve as
a full professor), has diversified teaching responsibilities with more advanced
courses, supervises master’s and doctoral theses, manages research projects and
academic co-operation networks and has demanding administrative duties. In
sum, a promotion along the job complexity ladder involves the diversification
of job tasks and increased job qualification requirements, job responsibilities
and job duty complexity.

The assessment of worker performance is based on an evaluation of indi-
vidual success within the assigned complexity level, with success measured by
achievements in three different activities: (1) teaching, (2) research and (3) socie-
tal engagement and contributions to the university community. Based on the
instructions, employees’ success in each of these activities is rated on a nine-
grade scale, ranging from very low to excellent. Overall performance grade is
the sum of the grades for the three different activities, weighted by the share of
working time devoted to each activity.

Since the compensation is not explicitly linked to objective performance
measures or years of university service, worker output and job seniority can
influence salaries only indirectly by affecting supervisors” subjective judgments
regarding whether employees should be awarded with higher performance
grades or be promoted to higher rungs of the job complexity ladder. Further-
more, in addition to a direct wage effect of subjective performance evaluations,

8 The employee’s option to appeal the evaluation outcome may potentially reduce
subjective bias in assessment of work performance: to prevent appeals from unsatis-
fied employees, supervisors may put greater effort into evaluations to provide more
accurate assessments (Prendergast and Topel 1993).
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an indirect wage effect may arise if supervisors use information on employees’
prior performance grades to guide their promotion decisions. Consequently, the
pay scheme leaves significant scope for supervisory discretion in making com-
pensation decisions. However, performance evaluations and promotions are
guided by detailed administrative instructions, and supervisors conducting
evaluations can easily access detailed information regarding their employees’
recent work output (i.e., information-gathering costs are low), both of which
may reduce subjective biases in compensation decisions (e.g., Bol 2011; Golman
and Bhatia 2012).

Due to the formal salary system that links worker compensation to job
complexity and personal performance, there are nine possible salary outcomes
that can result from the assessment of these employee attributes. First, the sala-
ry level can remain unchanged if neither performance grade nor job complexity
level is revised. Second, an employee’s salary level can decrease in three cases:
if complexity level and performance grade are lowered simultaneously or if on-
ly one of them is lowered. Conversely, an employee can receive a salary in-
crease if either job complexity level or performance grade or both are increased.
Third, the salary outcome is uncertain when the complexity level decreases and
the performance grade increases, or vice versa.

3  Analysis of performance evaluations and promotions

3.1 The personnel data and empirical approach

The data analyzed in this study were obtained from the personnel records of a
large Finnish multidisciplinary university for the years 2006-2012.° The person-
nel data were combined with worker-specific performance data drawn from an
external database containing a variety of objective output measures. The origi-
nal longitudinal data include information on all the teaching and research facul-
ty of the university, and we restrict our analyses to only full-time employees in
more established stages of their academic careers. Consequently, we exclude
part-time workers and employees working at the lowest rungs of the job com-
plexity ladder (1-4) from the final samplel®. The final sample consists of 4,873
observations for 1,314 employees.

We first provide a descriptive analysis of the personnel data to identify
some general features and patterns of performance evaluations and promotions.
The descriptive analysis is followed by a more detailed scrutiny of the person-

9 A comparison of student and faculty characteristics suggests that the university ana-
lyzed in this study is representative of the multidisciplinary universities in Finland
(see Table Al in the Appendix).

10 Employees on the lowest rungs of the complexity ladder are mainly doctoral (PhD)
students, whose compensation and career advancement is essentially based on a re-
view of their progress in graduate studies.
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nel data, and we use these data to estimate a set of regression models that relate
subjective performance grades to worker characteristics and output measures.
Next, we estimate linear probability models to examine the determinants of
upward movement on a nine-grade performance rating scale and of promotions
along the eleven-rung job complexity ladder. In the absence of adequate infor-
mation on the reasons for employee attrition during the period under study,
this analysis of career advancement decisions focuses on continuing employees
(stayers).

The primary explanatory variables of interest in the estimated regression
models are job seniority and a set of output measures extracted from the work-
er-specific performance data. Job seniority refers to length of service in the uni-
versity, measured as years since entering the university!l. The output measures
reflect employees” work performance on a variety of academic duties. First,
these measures include the yearly numbers of peer-reviewed articles (divided
into international and domestic articles) and other publications (e.g., discussion
papers, conference papers and book chapters). The number of peer-reviewed
articles is likely to be the key determinant of compensation decisions because
the state funding the university receives is partially linked to the number of
these articles, offering supervisors strong incentive to emphasize this measure
in personnel decisions. Furthermore, prior studies offer theoretical arguments
suggesting that incentives for prioritizing research output may have strength-
ened in academia and present empirical evidence indicating that universities
have become more inclined to base compensation and other personnel decisions
essentially on research merits without considering other achievements (Laband
and Tollison 2003; Remler and Pema 2009). If peer-reviewed articles are in fact
the key determinant of compensation decisions and employees recognize this
focus on research output, they may devote more of their working time to writ-
ing manuscripts for peer-reviewed journals at the expense of other job duties
(see Holmstrom and Milgrom 1991; Baker 1992)12,

In addition to the research output measures, the performance data contain
information on a range of other academic output measures including yearly
numbers of 1) bachelor’s and master’s theses and PhD dissertations supervised,
2) conference presentations and 3) additional academic activities and merits
including honors, reviewer duties, editorships and fellowships, among others.
Based on a preliminary analysis, we summed all these other output measures to
produce an “other activities” variable. In contrast to the research output varia-
bles, which have fairly low mean values and variances, the values of the “other

u In the original data set, some worker-year observations lack information on the years
of university service or include information only on the length of time since the most
recent labor contract was negotiated. However, the longitudinal nature of the data
enabled us to impute many of the missing values and to correct for measurement er-
ror in the original job seniority variable, providing us with a corrected job seniority
variable. In our analysis, we always employ this corrected job seniority variable.

12 Brickley and Zimmerman (2001), using data from a single business school, provide
supporting evidence for this hypothesis by showing that faculty members responded
to changes in incentives by devoting more of their work effort to job duties that be-
came relatively more important determinants of compensation.
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activities” variable are often substantially greater than zero and differ consider-
ably among employees.

To summarize, we employ three variables to account for worker differ-
ences in job performance: 1) a count of peer-reviewed articles, 2) a count of oth-
er publications and 3) a count of “other activities”. To focus on employees
whose compensation is most likely to depend on these measures, the estimated
regression models are based on a sample that excludes employees working in
teaching-oriented occupations: university instructors and lecturers!®. Further-
more, because the evaluation of worker performance may depend on workers’
relative performance rather than their absolute performance - as the ability to
distinguish how well an employee is performing depends essentially on the
performance of the employee’s peers - we also employ relative output
measures in the analysis. The relative output measures are obtained by dividing
the output measures for worker i during a given period by the average output
measures of employees working in the same department and at the same com-
plexity level as worker i in that period (hereafter, we use “peers’ to refer to em-
ployees who worked in the same department and at the same job complexity
level in the same year). The relative output measures also account for disci-
pline-related differences in worker output, especially in research output.

In addition to the job seniority and academic output measures, the esti-
mated regression models include a set of control variables for worker character-
istics. Employee age is included as a proxy for overall work experience. Fur-
thermore, to account for the effects of gender, education and academic disci-
pline, the models include dummy variables for female, highest degree complet-
ed (master’s degree or lower, licentiate’s degree, doctoral degree) and depart-
ment!4,

Table 1 summarizes the data used in the analysis for all employees and for
the most common job complexity levels. The table reveals several differences in
worker characteristics and output across the complexity levels. First, employees
higher up the complexity ladder were, on average, older and had more seniori-
ty than their colleagues on the lower rungs of the ladder. Furthermore, they
were more often males and more likely to hold a doctoral degree. Finally, re-
search output and the number of other activities typically increased with com-
plexity level.

13 The data lack information on teaching loads and merits. However, there are two rea-
sons that teaching performance might carry less weight in performance evaluations
and promotions in the university analyzed in this study. First, teaching loads are typ-
ically uniform for employees in the same department within the same occupation
(especially in occupations other than university instructor and lecturer). Second, as-
sessing teaching skill is difficult because student evaluations of instructors are not
collected.

14 In the final sample, 8.3% of the employee-year observations were missing data for the
highest degree completed. We imputed the missing values with the most common
degree of the employees working in the same occupation. However, the results of the
estimated regression models remained essentially unchanged after excluding the
employees with missing education data.
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TABLE1 Descriptive statistics (2006-2012)
Job complexity level
All
employees 5 6 7 8 9
ob characteristics
Job complexity level (5-11) 6.4
(1.5)
Performance grade (1-9) 59 52 59 6.3 6.1 6.6
(1.4) (1.4) (1.3) (1.0) (1.3) (1.1)
Monthly earnings (euros) 4370 3272 3982 4671 5569 6530
(1284) (312)  (391)  (395)  (537)  (637)
Performance measures
Refereed international articles 1.8 0.9 1.3 3.3 24 3.3
(3.3) (2.1) (2.5) (4.6) (3.4) (3.9)
Refereed national articles 0.3 0.2 0.3 0.5 0.6 0.5
(1.0 0.7) (0.8) (1.3) (1.3) (1.0
Other publications 1.2 0.6 1.0 1.7 1.9 2.3
(2.3) (1.5) (1.9) (2.9) (2.8) (3.0
Other activities 9.9 3.3 8.5 14.2 17.0 21.5
(12.5) (6.5) (104) (12.3) (13.5) (1l64)
Worker characteristics
Age (years) 46.8 41.7 46.6 50.0 51.3 54.0
9.9) 9.6) (9.1) (7.5) (8.6) (6.8)
Job tenure (years in university) ~ 11.1 7.7 11.5 13.5 12.8 15.6
(9.5) (7.5) (9.0 (10.6)  (104) (9.8)
Gender (% males) 421 49.9 448 31.7 325 37.7
Doctoral (PhD) degree (%) 81.1 58.9 87.9 97.2 96.9 96.9

Career advancement
Annual wage growth (%)

All employees 3.7

Promoted employees 15.2

Non-promoted employees 3.1
Promotion rate (yearly %) 5.0

Performance grade increments 10.2
(yearly %)

Observations 4873 1673 1533 325 775 451

Notes: Table reports the average values of variables (standard deviations in parentheses).
Promotion = increase of job complexity level (rank). Reported promotion rates are averages
of yearly promotion rates. Promotion and earnings growth rates are based on employees
who stayed at the university for (at least) two consecutive years.
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3.2 Descriptive analysis of performance evaluations and promotions

Figure 2 reports the distributions of performance grades by job complexity level.
Three conclusions can be drawn from the figure!®. First, the performance grade
distribution shifts to the right along the job complexity ladder, implying that
employees in more complex jobs also had higher performance grades. The
mean performance grade increases with each complexity level, from 5.2 (at
complexity level 5) to 7.8 (at complexity levels 10-11). Tests for equality of
means reveal that these mean differences are statistically significant at the 1%
level. Furthermore, the figure illustrates that the lowest performance grades, 1
and 2, were very rarely used, which may be an indication of supervisor leniency.
Finally, consistent with previous empirical findings (e.g., Flabbi and Ichino 2001;
Dohmen 2004), the within-complexity level performance grades tend to cluster
into a few “norm” grades, and the proportion of employees with one of the two
most common performance grades varies from 52% (at complexity level 5) to
69% (at complexity levels 10-11). Because performance grades are attached to
performance-based pay components, this compression of grades reduces wage
variation within the complexity levels.

FIGURE 2 Performance grade distributions by job complexity level

Job complexity level =5 (34%) Job complexity level = 6 (32%) Job complexity level = 7 (7%)
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Job complexity level = 8 (16%) Jab complexity level =9 (9%) Job complexity level = 10-11 (2%)
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15 The figure aggregates data from all departments; however, the findings for individu-

al departments are typically very similar to those reported here.
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Table 2 illustrates the year-to-year job dynamics in the university by reporting
movement along the complexity ladder and changes in performance grades.
Four main observations can be discerned from this table. First, the standard
outcome was “no change”: complexity level and performance grade were un-
changed in 84.3% of the cases. This observation is consistent with the evaluation
instructions, which stress that a “substantial change’ in job requirements (work
performance) must occur before an employee’s position on the complexity lad-
der (performance grade) can be changed. Conversely, the observed stability of
the complexity levels and performance grades may be at least partially attribut-
able to budgetary considerations: because assignments to higher complexity
levels or to higher performance grades result in higher salaries, supervisors
may be inclined to avoid changes to employee evaluations to limit pay increases.
The second observation from the table is that promotions along the complexity
ladder were typically accompanied by a decrease in performance grade. Third,
demotions along the complexity ladder were rare, with less than 1% of the cases
resulting in an employee’s demotion to a lower complexity level. The demo-
tions often coincided with an increase in performance grade and, consequently,
with an increase of the performance-based pay component (in approximately
60% of the cases), possibly due to supervisors’ inclination to partially compen-
sate for the decrease in base salary upon demotion. Fourth, performance grades
were rarely downgraded, particularly when employees were not simultaneous-
ly promoted.

Table 3 reports the year-to-year transitions between job complexity levels.
These results regarding movement along the complexity ladder are consistent
with previous studies. First, the probabilities of remaining at the same complex-
ity level were substantially higher than those of being promoted or demoted. As
the table shows, the probability of promotion to a higher complexity level var-
ied from 2.3% (at complexity level 9) to 11.6% (at complexity level 7). Second,
transitions to lower complexity levels were rare, with probabilities varying
from zero (at the highest complexity levels of 10-11) to 2.2% (at complexity lev-
el 8). Third, promoted employees typically moved one level up the job complex-
ity ladder: one-level promotions accounted for approximately 94.6% of all pro-
motions.

Table 4 reports the year-to-year transitions between performance grades,
conditional on an unchanged complexity level. These probabilities, along with
the transition probabilities in Table 2, imply that upgrades of performance
grades were substantially more common than promotions along the complexity
ladder. The probability of being upgraded to a higher performance grade var-
ied from 30.4% (for performance grade 3) to 4% (for performance grade 8). Fur-
thermore, the transition probabilities indicate that downgrades of performance
rates were infrequent and were nonexistent at the upper end of the complexity
ladder.

The observed rarity of demotions and reductions of performance grades
suggests that salaries were rarely adjusted downward, which aligns with a
number of empirical studies reporting that nominal wage cuts are uncommon
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(see, e.g., Gibbs and Hendricks 2004). The finding that supervisors refrain from
personnel decisions that would result in wage cuts may be partially explained
by supervisors’ desire to avoid unwanted organizational outcomes. Prior re-
search on the reasons for the downward rigidity of nominal wages suggests
that employers (supervisors) refrain from cutting wages because of the negative
effect wage cuts might have on employees’” morale and loyalty and on the
productivity and cohesion of the organization, as a consequence (Bewley 1995,
1998)16.

TABLE 2 Changes of job complexity level and performance grade

Job complexity level
Promotion No change Demotion

Increased 04 9.3 0.6 **
Perforrgance Nochange 12 843 03+
T
grade Decreased 3.4 04+ 01*

Notes: The number of observations is 3321. Shares are calculated for employ-
ees who stayed at the university for (at least) two consecutive years. Base
monthly earnings decreased in * 100% of the cases; ** approximately 79% of
the cases.

TABLE 3 Transition matrix between complexity levels

Employee's complexity level at +1

Employee's

complexity level 5 6 7 8 9 10-11
att

5 93.1 6.9 0 0 0 0

6 1.3 94.2 3.4 1.1 0 0

7 0 0.9 87.5 11.6 0 0

8 0 0.3 1.9 93.2 4.6 0

9 0 0 0 0.9 96.8 2.3
10-11 0 0 0 0 0 100

Notes: The number of observations is 3321. Transition probabilities are for em-
ployees who stayed at the university for (at least) two consecutive years.

16 Recent experimental findings are, in fact, consistent with employers’ beliefs regard-
ing the likely effects of wage cuts: Kube et al. (2013) found that wage cuts had a se-
vere and persistent negative impact on worker productivity.
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TABLE 4 Transition matrix between performance grades (conditional on an
unchanged complexity level)

Employee's performance grade at {+1

Employee's

performance 2 3 4 5 6 7 8 9
grade at t

2 80.0 20.0 0 0 0 0 0 0

3 0 69.6 174 11.6 0 1.4 0 0
4 0 0 79.2 16.3 3.9 0.6 0 0

5 0 0.2 0.5 81.3 17.2 0.8 0 0

6 0 0 0.2 1.0 88.9 9.4 0.5 0

7 0 0 0 0 0 94.7 53 0

8 0 0 0 0 0 0 96.0 4.0
9 0 0 0 0 0 0 0 100

Notes: The number of observations is 3124. Transition probabilities are for employees (1)
who stayed at the university for (at least) two consecutive years and (2) whose job com-
plexity level was unchanged between t and #+1.

3.3 Determinants of performance evaluations

The previous section described the general patterns in the assignment of em-
ployees to different performance grades. We will now analyze the relationship
between performance grades and worker characteristics (Tables 5 and 6) and
the role of worker characteristics in determining upgrades to higher perfor-
mance grades (Table 7).

Table 5 presents the results from regressing a dummy variable - which in-
dicated whether an employee had an above-average performance grade among
employees who were working in the same department and holding jobs with
equal complexity - on relative job seniority, on relative output measures and on
a set of control variables. Two main conclusions can be drawn from these re-
sults. First, the significant positive coefficient on the job seniority variable indi-
cates that employees with more seniority were more likely to achieve the high-
est performance grades than their equally productive but less experienced peers
(Column 3). This finding is robust to the inclusion of department dummies and
observable worker characteristics including age, gender and education level
(Column 4). The coefficient estimate from specification (4), which includes a full
set of control variables, suggests that an employee with twice as much seniority
as his or her peers was approximately 12% more likely to have an above-
average performance grade.

Second, the results support a positive link between subjective performance
ratings and relative worker output: employees with higher relative output were
more likely to have above-average performance grades than their less produc-
tive peers with equally complex jobs. For example, based on the coefficient es-
timate in the last column of the table, an employee who published twice as
many peer-reviewed articles as his or her peers with similar background char-
acteristics was 8.4% more likely to have an above-average performance grade.
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The observed positive relationship may indicate that supervisors were able to
identify better-performing employees and to correctly assign them to higher
performance grades. Conversely, the positive performance grade-output rela-
tionship may reflect reverse causality: higher performance grades (and the ac-
companying higher pay levels) may have had a motivational effect on the em-
ployees, resulting in increased worker output. The results in Table 5 link subjec-
tive performance evaluations with contemporaneous work output; however,
using one-year lagged relative output measures as explanatory variables pro-
vided very similar results, with the exception that the coefficient on relative
number of other publications was not statistically significant at the 10% level.

To more carefully examine the roles of job seniority and worker output in
performance evaluation, Table 6 presents the results of the ordered probit anal-
ysis on the determinants of performance grades. All the specifications control
for gender and education level and include dummy variables for departments
and job complexity levels. The results from the specifications in columns (1) and
(2) demonstrate that more senior and more productive employees - with senior-
ity and worker output measured either in absolute terms or relative to peers -
were more likely to have higher performance grades. To account for the fact
that current performance grades are a function of past work output, the specifi-
cation in the last column conditions on count variables that sum the output
measures of the two previous years. The coefficient estimates on the count vari-
ables indicate that performance grades were significantly positively related to
past worker output. To conclude, Table 6 lends further support to our conclu-
sion from Table 5, which suggested that subjective performance grades reflect
real differences in worker output.

To summarize, the results of Tables 5 and 6 provide strong evidence that
workers with more job seniority were, on average, evaluated as exhibiting
higher work performance than their less experienced colleagues with equally
complex job duties and similar academic output and background characteristics.
Consequently, because the pay scheme of the university links salaries to per-
formance grades, this finding implies that senior workers earned a seniority
wage premium. This finding accords with the positively sloped wage-seniority
profile widely documented in the empirical literature on the determinants of
wage levels (e.g., Dohmen 2004; Altonji and Williams 2005)"7.

17 In the organization analyzed here, wage level is explicitly tied to subjective perfor-
mance ratings. However, prior empirical studies show that higher performance eval-
uations are also associated with higher wages in the absence of such explicit contract-
ing (e.g., Dohmen 2004).
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TABLE 5 Determinants of the highest performance grades

Dependent dummy variable = 1 if worker i's performance grade in period t exceeded the
average performance grade of employees working in the same department and at the
same complexity level in period t as worker i; = 0 otherwise.

@) @ ©) “4)
Relative job seniority 0.081 0.072 0.061
(0.021)*** (0.013)*** (0.023)**
Rel. number of refereed articles 0.035 0.039 0.042
(0.0171)*** (0.009)*** (0.0171)***
Rel. number of other publications 0.016 0.015 0.014
(0.006)*** (0.006)*** (0.006)**
Rel. number of other activities 0.080 0.070 0.071

(0.012)*** (0.010)*** (0.013)***
Control variables

Age, gender, highest degree No No No Yes
Department No No No Yes
Radjusted 0.01 0.04 0.05 0.05
Observations 3134 2651 2651 2651

Notes: Coefficient estimates from OLS regressions (linear probability model), cluster-robust
standard errors in parentheses (clustered at the worker level). Estimations are based on a
sample that excludes 1) lecturers and university instructors and 2) those employees who
had no peers working in the same department and at the same complexity level in the same
period. Relative variables are calculated as follows: (The value of the variable for worker i
in period t) / (The average value of the variable in period t for employees working in the
same department and at the same complexity level as worker i). All models include a con-
stant term. Full results are available upon request. * Statistically significant at the .10 level;
** at the .05 level; *** at the .01 level.
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TABLE 6 Ordered probit on performance grade
Relative Absolute Absolute
output (f) output (f) output
(t=2 + t-1)
Relative job seniority 0.147%**
Job seniority 0.065*** 0.075%**
Job seniority? —0.002*** —0.002***
Worker output (relative)
Refereed articles 0.076***
Other publications 0.028**
Other activities 0.180%***
Worker output (absolute)
Refereed articles 0.032*** 0.024***
Other publications 0.044*** 0.043***
Other activities 0.013*** 0.008***
Control variables
Gender, highest degree Yes Yes Yes
Department Yes Yes Yes
Complexity level dummies Yes Yes Yes
Sample Total Total Those who had
sample sample worked for at least
three consecutive
years
Observations 2651 3311 1391
Pseudo R? 0.11 0.12 0.15
Log pseudolikelihood —4096 —-5097 -1965

Notes: Table reports the ordered probit coefficients. Estimations are based on a
sample that excludes lecturers and university instructors. Relative variables are
calculated as follows: (The value of the variable for worker i in period f) / (The av-
erage value of the variable in period t for employees working in the same depart-
ment and at the same complexity level as worker 7). Estimations that include rela-
tive variables exclude those employees who had no peers working in the same de-
partment and at the same complexity level in the same period. Standard errors
(clustered at the worker level) are not reported here due to space considerations. *
Statistically significant at the .10 level; ** at the .05 level; *** at the .01 level. Full re-

sults are available upon request.

Table 7 presents results from estimating a set of linear probability models of
year-to-year performance grade increments, with the dependent variable indi-
cating whether or not an employee’s performance grade increased from the
previous year. To account for the fact that the performance grade changes of
employees who moved up or down the complexity ladder were likely less re-
lated to job performance than to other considerations (as illustrated in Table 2,
promotions were typically associated with a decrease in performance grade,
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and demotions were associated with an increase in performance grade), the es-
timated models are based on a sample of employees whose complexity levels
remained unchanged from the previous year. All the specifications control for
initial performance grade and a full set of worker characteristics (including age,
gender, education level and department).

The results suggest that the probability of being promoted to a higher per-
formance grade was not related to relative job seniority (column 1) but that it
increased with years of university service, although at a diminishing rate (col-
umn 2). The specifications in columns (3) and (4) incorporate worker-specific
output measures. The seniority estimate is changed very little by the inclusion
of relative output measures (column 3). However, when absolute output
measures are used to control for recent worker output (column 4), the job sen-
iority coefficient decreases and is no longer significant, suggesting that the job
seniority and absolute output measures are correlated. The coefficient estimates
for the output measures indicate that the probability of upward movement on
the performance grade scale increased with relative (column 3) and absolute
(column 4) output of peer-reviewed articles and other academic activities (e.g.,
theses supervisions, reviewer duties and conference presentations)!$. Interest-
ingly, the results indicate that a higher output of other (non-peer reviewed)
publications relative to peers decreased the probability of being upgraded to a
higher performance grade.

18 To test the robustness of these results to alternative output measures that were
measured over a longer period, we used a sample of employees who had worked in
the university for at least three consecutive years to re-estimate the specification in
column (4) with count measures that summed the values of the output measures of
the two previous years. The results were qualitatively similar to those reported in
column (4), except that the coefficient estimates on the output measures were re-
duced by roughly half. The results of these estimations are available upon request.
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TABLE 7 Increase of performance grade (conditional on an unchanged

complexity level)

Dependent dummy variable = 1 if performance grade increased between t—1 and ¢;

= 0 otherwise

) @ o) )
Relative job seniorityi-1 -0.008
Job seniorityi 0.005** 0.006** 0.003
Job seniority2 -0.0002** -0.0002***  -0.0001*
Worker output (relative)
Refereed articlesi-1 0.024***
Other publications;-1 -0.009**
Other activitiesi1 0.018**
Worker output (absolute)
Refereed articlesi-1 0.027***
Refereed articles?-1 —0.001***
Other publications;-1 -0.009
Other publications?i-1 0.0007
Other activitiesi— 0.004***
Other activities?-1 —0.00003**
Control variables
Performance grade dummies (t-1)  Yes Yes Yes Yes
Department dummies (t—1) Yes Yes Yes Yes
Age, gender, highest degree (t—1) Yes Yes Yes Yes
R2adjusted 0.03 0.04 0.05 0.07
Observations 1902 2014 1630 2014

Notes: Coefficient estimates from OLS regressions (linear probability model). Estimations
are based on a sample that excludes lecturers and university instructors. Relative variables
are calculated as follows: (The value of the variable for worker i in period t) / (The average
value of the variable in period t for employees working in the same department and at the
same complexity level as worker 7). Estimations that include relative variables exclude
those employees who had no peers working in the same department and at the same com-
plexity level in the same period. All models include a constant term. Standard errors (clus-
tered at the worker level) are not reported here due to space considerations. * Statistically
significant at the .10 level; ** at the .05 level; *** at the .01 level. Full results are available

upon request.
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3.4 Determinants of promotions

We will next examine the factors affecting the probability of being promoted
along the complexity ladder. In the estimated linear probability models, promo-
tion refers to an increase in an employee’s job complexity level between consec-
utive years. We argue that the complexity ladder provides a relevant way to
define the job hierarchy of the university (and an increase of complexity level
represents a relevant way to define promotion) because movement up the com-
plexity ladder is accompanied by greater complexity, responsibility and auton-
omy. In addition to controls for worker characteristics (age, gender, highest de-
gree and department), all the estimated specifications control for initial com-
plexity level to account for the limited number of complexity levels and the
possibility that promotion probabilities differ across complexity levels.

The main results of the estimated promotion models are reported in Table
8. The coefficient estimates for the job seniority variables can be summarized as
follows: (1) promotion probability was not related to an employee’s job seniori-
ty relative to peers and (2) promotion probability increased with years of job
seniority but at a diminishing rate; however, the positive seniority effect is sta-
tistically significant only in the specifications that do not include controls for
prior performance grades, suggesting that years of job seniority and perfor-
mance grades are correlated. The results for the output measures illustrate that
the probability of being promoted to higher complexity levels was significantly
positively related to the relative and absolute output of peer-reviewed articles
and other activities. Conversely, and consistent with the results obtained for
performance grade increments, the estimates consistently suggest that employ-
ees who had a higher output of other publications - measured both in absolute
terms and relative to peers - were statistically significantly less likely to be
promoted, implying that production of non-peer reviewed publications was
penalized with reduced promotion opportunities. For example, the coefficient
estimate in specification (6) suggests that an additional non-peer reviewed pub-
lication decreased promotion probability by approximately 1%.

The specifications in columns (3) and (6) are also conditioned on prior per-
formance grades, whereas the specification in column (4) adds a dummy varia-
ble indicating whether an employee had an above-average performance grade
among employees who worked in the same department and in equally complex
jobs. The results illustrate that opportunity for promotion depended on both
prior performance grades and recent work output. Hence, consistent with pre-
vious studies (e.g., Flabbi and Ichino 2001; Dohmen 2004), the results suggest
that information on prior subjective performance evaluations was involved in
determining promotions, as employees with better performance grades were
more likely to be promoted to higher rungs on the job ladder. Our results
demonstrate that this finding is robust to the inclusion of controls for worker
output (measured either in relative or absolute terms), implying that prior sub-
jective performance evaluations play a role in promotions even after accounting
for differences in recent output, suggesting that a better performance evaluation
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history increases the probability of being promoted regardless of actual work
output.

TABLE 8 Promotions along the job complexity ladder

Dependent variable = 1 if complexity level increased between t—1 and t; = 0 otherwise

1) (2) ©) “4) ©) (©)
Relative job seniority-1 0.006
Job seniority-1 0.004** 0.002 0.003 0.004** 0.002
Job seniority2 -0.0002*** -0.0001  -0.0001** -0.0001*** -0.0001
Worker output (relative)
Refereed articlesi-1 0.015***  0.014** 0.011* 0.012**
Other publications;-1 -0.007** -0.007** -0.008**  -0.008**
Other activitiesi— 0.013* 0.013* 0.006 0.009
Worker output (absolute)
Refereed articlesi—1 0.014*** 0.017%**
Refereed articles?-1 -0.0007***  —-0.0005**
Other publications;-1 -0.009***  —0.011***
Other publications?-1 0.0003* 0.0004**
Other activities—1 0.003*** 0.002*
Other activities? —0.00003**  -0.00002
Performance grade
Top performer;- 0.051***
Perf. gradei-1 =1 or 2 —0.082*** -0.001
Perf. grade-1 =3 —0.084*** —0.090***
Perf. grade-1 = 4 —0.065*** —0.056***
Perf. gradei-1 =5 -0.032** -0.031**
Perf. grade-1 =6 (ref) (ref)
Perf. gradei1 =7 0.032* 0.023
Perf. grade-1 = 8 0.101*** 0.126***
Perf. gradei-1 =9 0.186** 0.142*
Control variables (t-1) Complexity level, department, age, gender, highest degree
R2,djusted 0.03 0.03 0.06 0.04 0.04 0.06
Observations 1744 1744 1744 1744 2155 2155

Notes: Coefficient estimates from OLS regressions (linear probability model). Standard errors
(clustered at the worker level) are not reported here due to space considerations. Estimations are
based on a sample that excludes lecturers and university instructors. Relative variables are calcu-
lated as follows: (The value of the variable for worker i in period t) / (The average value of the
variable in period t for employees working in the same department and at the same complexity
level as worker 7). Estimations that include relative variables exclude those employees who had
no peers working in the same department and at the same complexity level in the same period.
Dummy-variable Top-performer =1 if worker i's performance grade in period f exceeded the aver-
age performance grade of employees working in the same department and at the same complexi-
ty level in period t as worker i; = 0 otherwise. All models include a constant term. * Statistically
significant at the .10 level; ** at the .05 level; *** at the .01 level. Full results are available upon
request.
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4  Conclusions and discussion

This study utilizes a longitudinal data set drawn from the personnel records of
a large multidisciplinary university to examine the importance of worker out-
put and job seniority as predictors of employee performance evaluations and
promotions. This unique data set contains detailed information on worker at-
tributes not typically available in administrative data sets, which allows us to
address some of the limitations of previous studies of the same topic. First, the
data set contains information on both subjective performance evaluations and objec-
tive performance measures, allowing us to directly estimate the relationship be-
tween subjective evaluations of worker performance and actual work perfor-
mance. Furthermore, the data set provides a detailed complexity ladder of job du-
ties that enables us to overcome challenges related to the determination of job
hierarchy, allowing us to analyze promotions along a well-defined job ladder.

A descriptive analysis of the personnel data leads to several interesting
conclusions regarding employee performance evaluations and promotions. First,
the mean performance grade increased along the job ladder, indicating that
employees higher in the job hierarchy also tended to receive higher perfor-
mance grades. Second, the analysis illustrates that within-job level performance
grades tended to cluster into a few “norm” grades. This observation, together
with the finding that the lowest and highest performance grades were rarely
used, aligns with findings from previous studies (e.g., Flabbi and Ichino 2001;
Dohmen 2004) that supervisors tend to compress employee performance ratings.
This performance evaluation compression may stem in part from supervisors’
efforts to control payroll costs or promote salary equality (e.g., Prendergast and
Topel 1993). Third, the findings suggest that there was notable downward ri-
gidity in the subjective performance evaluations, as performance grades were
almost never downgraded. Supervisors may have refrained from lowering per-
formance grades for a number of reasons, such as not wanting to communicate
poor evaluations to employees, to prevent the possible demotivating effects of
lower evaluations or to motivate employees who were currently performing
poorly (e.g., Murphy 2008). Fourth, the descriptive analysis reveals that demo-
tions along the job complexity ladder were rare.

The observed rarity of personnel decisions with negative salary conse-
quences (i.e., reductions of performance grades and demotions) may at least
partially result from the attrition of poor performers. While our study focuses
only on the performance grade and job level transitions of continuing employ-
ees (i.e.,, employees who remained employed for at least two consecutive years),
it is possible that employees with deteriorating performance were more likely
to leave the university, thereby potentially explaining the observed absence of
employee evaluation outcomes that would entail salary cuts. Unfortunately, in
the absence of specific information on reasons for leaving the university, we
cannot test this hypothesis in more detail. However, the infrequency of employ-
ee evaluations that negatively affected salaries for continuing employees sug-
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gests that nominal wage cuts were rare. The downward rigidity of nominal
wages is a widely documented empirical phenomenon (see, e.g., Gibbs and
Hendricks 2004). An interview study by Bewley (1995, 1998) sheds some light
on the reasons for downward wage rigidity, suggesting that supervisors refrain
from nominal wage cuts because they might impair employees” morale and
loyalty to the organization.

The analysis of the determinants of performance evaluations reveals that
when comparing employees with equally complex job duties and similar back-
ground characteristics, the employees who outperformed their peers (i.e., who
had higher relative work output) were more likely to have above-average per-
formance grades. Moreover, employees with higher (relative) work output
tended to have higher performance grades than their equally qualified col-
leagues with lower output. These findings indicate that subjective performance
grades reflected actual differences in worker output, suggesting that subjective
performance evaluations may provide an applicable proxy variable for worker
output that might be effectively used in personnel decisions (e.g., pay raises,
promotions, dismissals) and empirical research when direct measures of output
are unavailable. Furthermore, because performance grades were attached to
performance-related pay components, these findings illustrate that merit pay
allocation was in fact based on actual worker output.

Additionally, the findings indicate that better-performing employees -
with output measured both in absolute terms and relative to peers - had a
higher probability of being upgraded to higher performance grades and being
promoted to more complex jobs than their peers with similar characteristics but
lower output. Since upward movement on the performance grade scale and on
the complexity ladder were accompanied by a salary increase, this finding sug-
gests that supervisors were able to recognize and reward good work perfor-
mance. Furthermore, the promotion analysis illustrates that employees with
higher performance grades had a higher probability of promotion, suggesting
that supervisors also used prior evaluations of employee performance to guide
their promotion decisions.

The analysis of performance evaluations also reveals that employees with
more job seniority (measured in years of university service) tended to have
higher performance grades than their less experienced peers with equal qualifi-
cations and output. Furthermore, the findings provide some evidence to sug-
gest that more senior employees had a higher probability of being upgraded to
higher performance grades and being promoted, although the statistical signifi-
cance of the job seniority estimates depended on the included control variables.
There are at least three plausible explanations for the positive relationship be-
tween job seniority and performance evaluations and promotions. First, job sen-
iority may be positively correlated with (nonobservable or nonmeasurable) per-
formance measures that are not included in the estimated regression models,
such as the accumulation of productivity-enhancing skills with job seniority.
Second, the higher performance grades - and the accompanying higher pay
levels - of senior workers may also be a consequence of their good work per-
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formance in the past, presuming that justified performance grade increments in
earlier years were not adjusted downward in later years, even if actual work
performance deteriorated (see, e.g., Bishop 1987). Third, supervisors may be
more lenient towards senior employees due to their stronger acquaintanceship
ties with those employees (see, e.g., Lefkowitz 2000; Bol 2011).
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Appendix

TABLE Al University characteristics in 2014
Other
multidisciplinary Our case
universities university

(average values)

Students and degrees 2

Number of students 10333 11613

(bachelor's and master's levels)

Number of graduates (master's degree) 1103 1452

Number of graduates (PhD) 129 158

Faculty members

Employees 2 1254 1409
Share of female employees (%) 47 49

Earnings (euros) 3720 3703 ¢

Complexity level (min =1, max = 11) 47%b 49¢

Journal articles/faculty members 0.95 0.89

Full professors

Share of faculty members (%) 17 16
Earnings (euros) 6837 6831
Complexity level (min =1, max = 11) 8.7 8.5

Notes: @ Student and employee figures exclude the University of Helsinki (which
had 28,185 students and 3941 faculty members); b Average values of earnings and
complexity levels are calculated for faculty members of all Finnish universities
(including the University of Jyvaskyla) in 2012; ¢ Authors’ own calculation from
the personnel data (these figures are for the year 2012). Data sources: Vipunen-
database (The Finnish National Board of Education), The Association of Finnish
Independent Education Employers, The Finnish Union of University Professors.
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Abstract

This study examines the determinants of promotions, performance evaluations
and earnings using unique longitudinal data from the personnel records of a
large university. The study focuses on the role of gender in remuneration using,
first, information on the complexity ratings of job tasks to define promotions on
job ladders and, second, information on objective individual productivity. The
study finds that individual research productivity was an important determinant
of promotions and earnings. The results indicate that gender has no effect on
the probability of being promoted, conditional on productivity, nor does it play
a role in the performance evaluation of employees. Furthermore, the results
suggest that contemporaneous productivity measures provide a usable proxy
for the past productivity of a worker.
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1 Introduction

An extensive empirical literature concludes that women earn less than other-
wise identical men (e.g., Blau and Kahn 2000; Arulampalam et al. 2007). The
literature indicates that barriers to promotion can explain a substantial part of
the observed wage gap, as women are less likely to be promoted than are equal-
ly qualified men (e.g., Pergamit and Veum 1999). A significant shortcoming of
existing literature is the inability to control for actual individual performance
differences: observed gender differences in average earnings and promotion
rates do not necessarily arise from discriminatory behavior but may simply re-
flect gender differences in worker output. Consequently, estimates of gender
gaps in earnings, promotions, or both, may be biased by the omission of per-
formance variables or by the use of biased proxy variables for performance,
most notably, subjective performance evaluation ratings. Imperfect information
about the hierarchy of jobs presents another difficulty for the analysis of promo-
tion outcomes, as an ambiguous ranking of job titles within an organizational
hierarchy complicates the identification of promoted workers. This problem is
particularly evident in multi-organizational studies, as the range of job titles
and their hierarchy can widely vary across organizations.

We present new evidence on the relative contributions of worker output
and gender to promotions and earnings using longitudinal personnel data from
a large Finnish university. The data set contains unique information on worker-
specific productivity, employee performance evaluations and detailed job task
complexity ratings, allowing us to analyze the role of gender in earnings deter-
mination, performance evaluations and promotion decisions within well-
defined job ladders while accounting for differences in actual individual
productivity.

2  Motivation and related literature

To assess whether gender plays a role in remuneration and promotion decisions,
it is essential to compare the (average) pay and promotion rates of identical
men and women who are performing equally well. Observed pay and promo-
tion differences between men and women of similar merit and qualifications are
conventionally interpreted as evidence of discriminatory behavior by employ-
ers, but they can also be ascribed to other factors, such as employee differences
in negotiation skills and willingness to ask for pay increases and promotions
(e.g., Booth 2009).

In the absence of data on individual output, studies on pay differences
and promotion decisions conventionally use human capital-related proxy vari-
ables (such as tenure and education level) to control for potential productivity
differences among workers. Additionally, some studies have used supervisors’
performance evaluation scores of employees to proxy for actual productivity
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(e.g., Bartel 1995; Flabbi and Ichino 2001; Pekkarinen and Vartiainen 2006; Pema
and Mehay 2010). The problem with this approach is that performance evalua-
tions may be biased measures of actual productivity (Waldman and Avolio
1986; Prendergast and Topel 1993), most notably because supervisors tend to
give more lenient and compressed evaluation ratings when they know that the
ratings are used for administrative purposes (Jawahar and Williams 1997;
Moers 2005). Moreover, the use of subjective performance evaluations to ac-
count for individual productivity differences is particularly problematic in the
analysis of gender biases in earnings and promotions, as gender may be a sig-
nificant determinant of performance evaluation scores (Bartol 1999; Castilla
2012).

In addition to the lack of worker productivity data, promotion studies are
further complicated by the problem of defining the hierarchy of jobs: due to the
wide variety of job titles, it can be difficult to identify which job changes within
organizations should be regarded as promotions. To define promotions on job
ladders, studies have typically deduced the job hierarchy from combined in-
formation on job titles, job descriptions and transitions between job titles (e.g.,
Baker et al. 1994; Dohmen et al. 2004). Alternatively, some studies have deter-
mined promotions using questionnaire information on self-reported job chang-
es at the same employer (e.g., Francesconi 2001; Booth et al. 2003). The latter
approach is potentially problematic because, as noted by Pergamit and Veum
(1999), promotions reported by employees are not always actual promotions
but mere formal upgrades of the current position that do not involve changes in
job duties.

One particular labor market of highly skilled workers, namely, the aca-
demic labor market, provides an ideal setting for an analysis of career outcomes
for two reasons. First, academia has a well-defined hierarchy of jobs, thereby
facilitating the identification of promoted workers. Second, data on academic
employees frequently include detailed individual performance measures, such
as research productivity and teaching merit (e.g., Toutkoushian 1998, 1999;
Monks and Robinson 2000). Previous empirical evidence suggests that academ-
ia is not an exception in regard to gendered remuneration: results from various
countries - including the US (Toutkoushian 1998), the UK (Blackaby et al. 2005),
Canada (Warman et al. 2010) and Japan (Takahashi and Takahashi 2011) - indi-
cate that female academics earn less than male colleagues of comparable merit
and productivity. Furthermore, gender pay inequality is evidently increased by
gender-biased promotion procedures, as men in academia are more likely to be
promoted than are women, even when conditioning on differences in individu-
al qualifications and academic productivity (Ward 2001; Ginther and Hayes
2003). However, previous findings also illustrate that gender gaps in career out-
comes are partly attributable to productivity differences, as the results show
that the observed gender pay gap decreases when differences in academic
achievements are considered (e.g., Barbezat 1991; Ransom and Megdal 1993).

The first contribution of our analysis is the use of detailed information on
the complexity of job tasks to determine the hierarchy of jobs, allowing us to



70

assess the roles of gender and productivity in promotions along well-defined
job ladders. In contrast to some closely related promotion studies, including
those by Pekkarinen and Vartiainen (2006), Van Herpen et al. (2006) and Kunze
and Miller (2014), we use information on actual output rather than subjective
performance evaluations to control for individual productivity differences. Fur-
thermore, we contribute to the literature on employee performance appraisal by
testing whether the gender gap in performance evaluations (Bartol 1999; Cas-
tilla 2012) is sensitive to the inclusion of variables measuring worker productiv-
ity. Finally, our results provide additional evidence of gender pay differences in
formalized pay systems that partly tie compensation to worker performance.
Such pay systems may reduce gender inequality in compensation for two rea-
sons. First, the explicit guidelines of formalized wage systems may restrict su-
pervisor discretion in pay and promotion decisions, leaving less room for gen-
der discrimination (e.g., Elvira and Graham 2002). Second, performance-related
compensation ought to limit the pay differences between male and female
workers with similar outputs. However, the (indirect) empirical research on
whether this is in fact the case is inconclusive: some findings suggest that the
gender pay gap is smaller when workers are paid on the basis of output rather
than on the time they spent working (Jirjahn and Stephan 2004; Petersen et al.
2007), while others indicate that gap is more pronounced in pay-for-
performance wage systems (De la Rica et al. 2010; Kangasniemi and Kauhanen
2013).

Our analysis employs a longitudinal data set drawn from the personnel
records of a single university (the University of Jyvaskyla). In recent decades, a
growing body of empirical literature has utilized personnel data from single
firms and universities to analyze the determinants of different career outcomes
(e.g., Baker et al. 1994; Flabbi and Ichino 2001; Ransom and Oaxaca 2005; Haeck
and Verboven 2012; Kelchtermans and Veugelers 2013; Dohmen et al. 2014).
Although results based on a single organization should be interpreted with
some caution, there are several advantages of using such data to study earnings
and promotions decisions. First, the data from personnel records are typically
highly accurate and contain detailed information not available in customary
survey and administrative data sets, including worker-specific productivity
measures and a well-defined hierarchy of job titles. Second, personnel data al-
low us to analyze earnings and promotion decisions within an internal labor
market with homogenous personnel policies and uniform criteria for remunera-
tion and career advancement. Third, as opposed to a multi-organizational study,
we can ignore the effects of unobserved organization heterogeneity with respect
to earnings (e.g., Card et al. 2016). This is particularly important in analyses of
gender pay gaps, as the available evidence shows that these gaps can vary con-
siderably across organizations (e.g., Heinze and Wolf 2010).
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3  Institutional background

Finnish universities and the pay system for academic employees

The university system in Finland consists of ten multidisciplinary universities,
two universities of technology, one university of the arts and one independent
business school'. The universities are administered by the state, and the majori-
ty of their funding comes from the state budget and other public sources. In
recent years, and following international patterns (Vincent-Lancrin 2009), the
allocation of public funding has become more closely tied to university-specific
output; the level of state funding is mainly based on universities” teaching loads
(the number of graduates and course credits) and research achievements (the
number and quality of publications) and, to a lesser extent, on university-
specific and strategic factors. Furthermore, project-based research funding from
external sources has become an increasingly important component of university
budgets over the past decades.

In 2014, there were 17,653 researchers and university instructors in Finnish
universities (AFIEE 2014). Compared to other EU-27 countries, women are well
represented in Finnish academia, with the share of females exceeding those of
other countries at every level of the academic hierarchy (Figure 1); in 2012, 52%
of the faculty was female in academic ranks typically held by recent PhD grad-
uates (grade C) and more senior researchers (grade B). However, female re-
searchers also seem to be underrepresented in top academic positions in Fin-
land: the share of female professors (grade A), although high compared to other
nations, was only 24%.

The university analyzed in this paper, the University of Jyvaskyla, is the
sixth largest university in Finland based on student enrollment. The university
includes seven faculties, each with a number of schools and disciplines: 1) edu-
cation, 2) humanities, 3) information technology, 4) mathematics and science, 5)
social sciences, 6) sport and health sciences and 7) business and economics. As
illustrated in Table 1, the student and personnel characteristics of this universi-
ty are comparable to those of other Finnish multidisciplinary universities. A
distinguishing feature of the University of Jyvaskyla is the high representation
of women in top academic ranks: the share of female professors (37%) exceeds
the average of other universities (31%), partly reflecting differences in the disci-
plinary composition of Finnish universities.

Academic earnings are set by a collective bargaining agreement, which
applies to all university employees. The pay system is uniform across all uni-
versities and relates remuneration to the complexity of job tasks and personal
performance by decomposing monthly earnings into two main components,
namely, a task-specific component and a performance component (see Table Al

1 In addition to these PhD-granting research universities, the Finnish higher education
system includes polytechnics (also referred to as universities of applied sciences) that
specialize in tertiary level vocational education.
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in the Appendix)2 The task-specific component is based on job complexity
(measured on 11 levels) and determines the minimum earnings level. The per-
formance component is proportional to task-specific component, varying from 0
to 46 percent depending on the employee’s performance level (of 9 different
levels). Additionally, employees can earn bonuses for supplementary assign-
ments, such as administrative duties. In 2014, the average shares of the task-
specific, performance and bonus components among full-time faculty members
of Finnish universities were 79%, 19% and 2%, respectively, of total monthly
earnings (AFIEE 2014).

FIGURE1 Proportion of females at different academic career stages
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Notes: Data source: "She Figures 2012: Gender in Research and Innovation", European
Commission, Figure 2.1 and Table 3.1. Data for EU-27 countries were estimated.

For an extensive description of the pay system, see the “General collective agreement
for universities” (downloadable at www.sivistystyonantajat.fi/tiedostopankki/158,
viewed 24 July 2017).
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TABLE 1 Comparison of universities in 2014
Other
multidisciplinary
universities University of
(average values) Jyvaskyla
Students 2
Number of students 10333 11613
(bachelor's and master's levels)
Number of graduates (master's degree) 1103 1452
Number of graduates (PhD) 129 158
All faculty members
Employees 2 1254 1409
Share of female employees (%) 47 49
Earnings (euros) 37200 3703 «
Gender earnings gap (%) -9.7b -9.6¢
Job complexity level (min =1, max =11) 4.7b 49c
Journal articles/faculty members 0.95 0.89

Full professors

Share of faculty members (%) 17 16
Female professors (%) 31 37
Earnings (euros) 6837 6831
Gender earnings gap (%) -3.2 -3.8
Job complexity level (min =1, max=11) 8.7 8.5

Notes: 2 Student and employee figures exclude the University of Helsinki
(which had 28 185 students and 3 941 faculty members); b Average values of
earnings and job complexity levels are calculated for faculty members of all
Finnish universities (including the University of Jyvaskyla) in 2012; ¢ Authors’
own calculation from the personnel data (2012). Data sources: Vipunen-
database (The Finnish National Board of Education), AFIEE (2014), the Finnish
Union of University Professors.

Job complexity ladder, employee evaluations and promotions

When appointed to a university, a new employee typically starts a fixed term of
employment lasting up to 5 years. After holding a temporary research or teach-
ing position, the employee may be considered for a permanent appointment (an
employment contract of indefinite duration), subject to satisfactory job perfor-
mance. At the time of recruitment, the employee is assigned to one of 11 job
complexity levels, with higher complexity levels being associated with a wider
variety of academic duties, more complex job tasks and greater responsibility.
There is a built-in relationship between the job complexity ladder and the hier-
archy of occupations, as illustrated in Table 2: early career researchers, such as
PhD students and teaching assistants, typically work at complexity levels 1-4,
lecturers and researchers with more seniority at levels 5-7 and full professors at
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levels 8-11. Two details from Table 2 should be emphasized. First, each occupa-
tion has its own job complexity ladder. For example, within the rank of full pro-
fessor, there exists a four-step ladder with job complexity levels ranging from 8
to 11. Second, job complexity levels overlap occupations; for example, senior
researchers with the longest tenures may reach job complexity level 8, which is
the typical starting level for newly hired full professors.

TABLE 2 Job complexity levels and occupations

Job complexity level

Occupation Typical Mode Mean Std. Dev.
Doctoral student 1-4 2 24 0.9
Researcher 2-5 3 3.5 1.3
Teaching assistant 2-5 3 3.7 1.0
University instructor 4-5 4 43 0.5
Postdoctoral researcher 5-6 5 5.2 04
Lecturer 5-7 6 5.8 0.9
Senior assistant 5-7 6 59 0.6
Senior researcher 5-8 6 6.1 0.9
Full professor 8-11 8 8.5 0.8

Notes: Authors” own calculations from the personnel data used in the
following analysis.

Job complexity and performance levels are evaluated independently in an as-
sessment meeting between a supervisor and an employee3. The assessment
meeting is typically held once every two years, but the employee is entitled to
request a re-assessment in the event of significant changes in his or her job du-
ties. The job complexity level is assessed based on a job description, which in-
cludes all the essential duties and responsibilities of the employee. The assess-
ment of personal performance is based on three different criteria: (1) teaching
merit, (2) research achievements and (3) societal engagement and contributions
to the university community. Each of these criteria is rated on a nine-point scale
ranging from “very low” to “excellent” based on a performance evaluation of
the assigned tasks and duties. The overall performance rate is obtained as a
weighted sum of rates on different criteria, weighted by the share of working
time devoted to each activity. After the job complexity and performance evalua-
tions are agreed upon by the employee and the supervisor, the central universi-
ty administration appraises the performance evaluations to ensure that perfor-
mance is assessed consistently across employees in the same discipline, occupa-
tion and job complexity level.

3 At the time of the recruitment, each employee is assigned a supervisor, typically the
head or deputy head of a department.



75

A promotion on a job complexity ladder - i.e., an increase in an employ-
ee’s job complexity level - is always associated with an increase in the variety in,
complexity of and responsibility associated with the employee’s job duties.
Moreover, because the job complexity level essentially determines the mini-
mum earnings level of an employee (see Table Al), a promotion on the com-
plexity ladder is always accompanied by a pay increase. At the lowest job com-
plexity levels, 1-4, promotion is typically the result of progress in PhD studies
and increased teaching responsibilities. At higher complexity levels, 5-11, pro-
motion involves a diversification of academic tasks (e.g., research, teaching,
administrative duties, thesis supervision) and more responsibility and job com-
plexity (e.g., heavier teaching loads, teaching more advanced courses, manag-
ing research projects, serving as the vice-head or head of a department).

An employee can be promoted on a job complexity ladder in three differ-
ent ways. First, the job complexity level may be increased during an assessment
meeting with a supervisor, which is organized biennially without the need for
an employee request. Second, the employee can request a reassessment of job
complexity if he or she is unsatisfied with the current assessment (e.g., due to
the notable changes in his or her job duties and responsibilities after the previ-
ous assessment meeting). Third, the employee can apply and be appointed to a
new occupation higher on the job complexity ladder.

4  Determinants of promotions and earnings

41  Data and empirical approach

The data employed are drawn from the personnel records of a Finnish universi-
ty for the 2006-2012 period. This panel data include all full-time faculty mem-
bers, with 8894 observations on 2583 individuals. The data set contains the fol-
lowing information for each individual*: personal id number, observation year,
monthly earnings, gender, age, tenure, highest degree, department, occupation
(academic rank), job complexity level, personal performance level and annual
number of variously classified publications. Our data differ from those of earli-
er studies in two important ways. First, the data are well balanced by gender,
with a proportion of women of approximately 48 percent. Second, the panel
structure of the data allows us to track individuals over time; with few excep-
tions (Binder et al. 2010; Bratsberg et al. 2010; Haeck and Verboven 2012), the
majority of the previous research on academic pay gaps has relied on cross-
sectional data.

Table 3 summarizes the personnel data, showing that the average monthly
earnings of female researchers were approximately 12% lower than those of
their male colleagues. The mean values of background characteristics indicate
that, on average, female faculty members were younger, had shorter tenures,

4 These variables are described in more detail in the Appendix.
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were less likely to hold a doctoral degree and worked at lower job complexity
and performance levels than male faculty. The distributions of employees by
occupation show that women were significantly more likely to work as univer-
sity instructors and less likely to work as full professors than men. Furthermore,
compared to men, women published a lower number of peer-reviewed interna-
tional articles. A more detailed examination of the data implies that the lower
publication activity of female researchers is partly explained by the concentra-
tion of women in disciplines (departments) with lower average output of inter-
national articles. In the following analysis, we will examine gender differences
in research productivity more thoroughly by estimating a set of research output
models.

The last panel of Table 3 reports the yearly promotion rates by gender. The
reported promotion rates - defined as the fraction of employees whose job
complexity level increased in consecutive years - reveal that a higher fraction of
women were promoted than men and that a major portion of promotions oc-
curred at lower rungs of the job complexity ladder. The promotion rate for all
employees was 12.6%. Approximately one-fourth (24.5%) of all promotions
were accompanied by a change of occupation. The majority of promotions (78%)
consisted of shifts to the next level on the job complexity ladder, with only 22%
increasing by two job complexity levels.

The joint distribution of employees’ job complexity and performance lev-
els in Figure 2 illustrates that a higher proportion of men than women were
working at the highest job complexity levels; in 2012, 23% of men were working
at complexity levels 7-11, compared to 14% of women. Furthermore, at the top
of the job complexity ladder, men were likely to have higher performance levels
than women: among those working at the highest job complexity levels (9-11),
40% of men and 23% of women attained the highest performance levels (8-9).
The joint distribution also shows that job complexity and performance levels
were positively related, indicating that the performance level was higher for
those higher up the job complexity ladder (in 2012, the correlation coefficient
between job complexity and performance level was 0.59). These observations
raise two key questions that we address in this study: (1) Does the segregation
of women at lower job complexity levels result from gender bias in promotion
decisions and/or in entry-level job complexity levels? That is, do female em-
ployees encounter barriers to reaching higher levels on the job hierarchy? (2)
Are the higher performance evaluations of men determined by actual gender
differences in worker productivity or do they reflect undervaluation of female
researchers’ academic achievements?



TABLE 3 Descriptive statistics (2006-2012)

Gender

Males Females difference t-test

Mean Mean

(Std. Dev.)  (Std. Dev.)
Monthly earnings (euros) 3701 (1521) 3257 (1204) +444 ok
Job complexity level 5.1(2.3) 4.6 (2.0) +0.5 b
Performance level 5.5(1.5) 51 (1.4) +0.4 o
Age (years) 413 (11.5) 405(10.8) +0.8 il
Tenure (years) 8.5(9.0) 7.0 (7.6) +1.5 ok
Education (%)
Master's degree or lower 32.8 435 -10.7 ok
Licentiate's degree 6.6 7.6 -1.0 *
Doctoral degree (PhD) 60.6 489 +11.7 ik
Publication counts (per year)
International refereed publications 1.8 (3.3) 0.8 (1.8) +1.0 b
National refereed publications 0.2 (0.9) 0.3 (0.8) -0.1 *
Other publications 1.0 (2.1) 0.7 (1.6) +0.3 o
Occupation (%)
Doctoral student 20.1 244 -4.3 i
Teaching assistant 4.7 7.4 =27 i
Researcher 13.4 121 +1.3 *
University instructor 3.3 10.4 7.1 o
Postdoctoral researcher 9.5 7.9 +1.6 *x
Senior assistant 6.2 4.5 +1.7 Fokk
Senior researcher 6.9 5.0 +1.9 ek
Lecturer 15.7 171 -14 *
Full Professor 18.7 9.2 +9.5 ok
Other occupation 1.5 2.0 -0.5
Promotion rates (%)
Promotion rate 11.9 13.4 -1.5 *
Promotion rate, 251 23.6 +1.5
job complexity level < 4
Promotion rate, 5.0 5.2 -0.2
job complexity level > 4
Observations 4674 4220

(526 %) (474 %)

Notes: 2 Promotion = increase in job complexity level in consecutive years. Reported
promotion rates are averages of yearly promotion rates. Rates are based on employees
who worked for (at least) two consecutive years. * Statistically significant at the .10 level;
** at the .05 level; *** at the .01 level.
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FIGURE 2 Job complexity and performance levels in 2012
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Using our longitudinal personnel data, we first evaluate the role of gender in
promotion decisions by running a linear probability model on whether the em-
ployee’s job complexity level increased between two periods. Second, we esti-
mate ordered probit models of job complexity and performance levels to ana-
lyze gender bias in assignment to different job ladders and in employee per-
formance evaluations. Third, we assess the robustness of gender gaps in total
earnings by estimating a set of earnings equations using standard OLS regres-
sions. Finally, we conduct additional analyses to determine (1) whether gender
differences in the production of peer-reviewed articles exist, (2) whether a gen-
der difference in the probability of working as a full professor exists and (3)
whether a gender pay gap exists within the full professor rank. In all estimated
models, we control for an appropriate set of individual qualifications, job char-
acteristics and research productivity variables.

We include age and job tenure to control for the employee’s previous
work experience: age acts as a proxy for potential total work experience, and job
tenure measures the time that has passed since an employee became employed
at the university. To account for the effects of education level, we include
dummy variables for the highest degree completed. To allow for possible career
outcome differences between academic disciplines, we employ dummy varia-
bles for departments as proxy variables. The discipline controls are particularly
important for the earnings equations because disciplines may differ significant-
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ly with respect to outside wage offers, and academic earnings may be inversely
related to the proportion of women in the discipline (Bellas 1997; Umbach 2006).

In the earnings equations, we include a dummy variable for administra-
tive duties for two reasons: to account for the additional compensation received
for performing these duties and the time spent on these duties. Remuneration
for administrative tasks yields an additional source of gender bias in earnings if
men are more likely to be assigned to administrative positions. To assess poten-
tial gender bias in the assignment of administrative tasks, we regressed a
dummy variable for these duties on a gender dummy and set of individual
background variables (see Table A2 in the Appendix); the gender coefficients
were consistently close to zero and statistically insignificant, implying that gen-
der did not play a role in the assignment of administrative duties.

To evaluate the role of worker-specific productivity on earnings and pro-
motions, we include three research productivity variables in our models: the
number of peer-reviewed international and national articles and other publica-
tions (e.g., books, book chapters, working papers). The distinction among pub-
lication types is essential, as some academic disciplines primarily focus on in-
ternational publications, whereas others also emphasize the importance of na-
tional publications; moreover, academic disciplines differ with respect to how
they weight journal articles relative to other publications (Ridty and Bondas
2008).

As our data only include the annual publication records of employees
working at this university (i.e., we have no information on past research
achievements or merit beyond this university), we use the contemporary publi-
cation count as a proxy variable for employees’ past research productivity.
Hence, we implicitly assume that individual research productivity is relatively
stable over time. Because this assumption may fail to hold in practice, we also
use the cumulative publication count in the previous periods to assess the ef-
fects of past productivity on earnings and promotions. Furthermore, because
earnings and promotion decisions may depend not only on absolute worker
output but also on relative output, we also employ relative publications - calcu-
lated by dividing the publication count for worker i during a given period by
the average number of publications in worker i's discipline (department) during
that period - in our analysis.

In the absence of information on the quality of individual research output,
we cannot directly analyze whether higher quality research was rewarded with
higher earnings and/or promotions. However, the distinction among publica-
tion types provides an indirect way to assess the role of research quality in
earnings and promotions: international peer-reviewed articles are likely to carry
more weight in performance evaluations than other publications. Hence, we
expect to observe larger positive coefficients on these articles than on other pub-
lication variables in the estimated earnings and promotion equations.
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4.2  Determinants of promotions

To analyze the determinants of promotions, we estimate the following linear
probability model:

Promotedijs = a + fFemale; + yPublicationsit + 6Xi, 12+ 7j, -2+ 04 + ijar (1)

where the dependent variable Promotedija: is a dummy variable that equals one
if employee 7’s job complexity level increased from the previous period. This is
an appropriate definition of a promotion because, as described above, higher
complexity levels entail more demanding job tasks and greater responsibilities.
Because employees typically have a promotion opportunity once every two
years, the dependent variable of the base specifications is equal to one if an em-
ployee was promoted between year t—2 and year + and zero otherwise. The
dummy variable Female; equals one if employee i is a female. Publicationsi: is a
vector of three publication variables (peer-reviewed international articles, na-
tional articles and other publications) that indicate the sum of employee i’s pub-
lications over the two previous years. X -2 is a vector of two-year-lagged con-
trol variables, including age, tenure, dummy variables for education levels and
a dummy variable indicating whether an employee’s education level changed
from the previous period (i.e., between -2 and t) and 8, are department dum-
mies. Furthermore, control variables include the job complexity level in the
previous period, 7j, -2, to account for the fact that there are a limited number of
job complexity levels and that promotion probabilities may differ across job
complexity levels (see Table 3)°.

Table 4 presents the main results of the linear probability models of pro-
motions within job complexity levels. The estimated gender coefficients in col-
umns 1 and 2 indicate that the probability of promotion was lower for women
only before controlling for research productivity differences. The estimates in
the next columns show that this conclusion holds after controlling for the back-
ground characteristics of a worker (column 3), after using relative publications
instead of publication counts (column 4) and after redefining the dependent
variable to account for year-to-year promotions (column 5). Hence, the results
suggest that female researchers were as likely to be promoted as their similarly
productive and qualified male colleagues.

Furthermore, consistent with previous studies (Ward 2001; Ginther and
Hayes 2003), the results in Table 4 suggest that higher research productivity
was associated with a higher probability of being promoted, with the coefficient
estimates in columns 2, 3 and 5 indicating that the promotion probability in-
creased with the publication count. These estimates imply that national articles
carried more weight in promotion decisions than did international articles. This
finding is explained by the sensitivity of the results to the extensive publication
records of a few researchers; for example, excluding the top 5% of observations

5 The job complexity level in the previous period is entered as a linear term; using
dummy variables instead did not change the main results.
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for all peer-reviewed articles more than doubled the coefficient estimate for in-
ternational articles (to 0.033) in the model in column 3, while the other publica-
tion coefficients remained nearly unchanged. Hence, the number of internation-
ally published, peer-reviewed articles seems to have been the primary research
output measure in promotion decisions. This conclusion is confirmed by the
research productivity estimates presented in column 4, which suggest that both
absolute and relative research output were factors in promotion decisions: the
relative number of peer-reviewed international articles was positively and sig-
nificantly related to promotion prospects, whereas the relative output of peer-
reviewed national articles was not a significant factor in promotion decisions.

The results in Table 4 strongly indicate that, conditional on individual re-
search output, gender was not a determinant of promotions. In addition to dif-
ferences in promotions, a gender-biased job hierarchy may result not only from
gender differences in promotion probabilities but also from gender differences
in the assignment of employees to job levels upon hiring. To examine the role of
gender in the determination of job levels more carefully, we estimate an or-
dered probit model of the job complexity level. In other words, we estimate a
latent variable model of the following form¢:

Job complexity leveliai* = fFemale; + yPublicationsi + 6Xit + 0a + €iar 2

where the latent unobserved variable Job complexity levelis takes values in
{1, 2,3, ...,11}. The dummy variable Female; equals one if employee i is a female;
Publications;: is a vector of contemporaneous publication counts of peer-
reviewed international and national articles and other publications; Xi: is a vec-
tor of control variables, including age and tenure (as well as their squared terms)
and dummy variables for the education level; and 04 are department dummies.
The parameters of the model (f, y, 0, 0) are estimated by maximum likelihood
estimation.

Table 5 presents the coefficients of the ordered probit models of the job
complexity level”. According to the results, there is weak or no evidence that
gender plays a role in the assignment of employees to a level on the job hierar-
chy: the estimated gender coefficient is statistically significant when contempo-
raneous publication counts are used to account for research productivity differ-
ences (column 1) but statistically insignificant when past publications are used
to measure worker output (columns 2-3). The coefficient estimates on the pub-
lication variables indicate that more productive (both in absolute and relative
terms) faculty members were more likely to work at higher levels of the job
complexity ladder.

6 See Wooldridge (2010, pp. 655-657) for a derivation of the ordered probit model from
a latent variable model.

7 The marginal effects of the gender variable are reported in the upper panel of Table
Al in the Appendix.
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TABLE 4 Determinants of promotion (linear probability models of job complexity

level)

Dependent dummy variable = 1 if job complexity level increased from previous period

Promoted between

t=2 and t t—1 and ¢
Female -0.031 -0.001 0.009 0.003 0.008
(0.016)* (0.015) (0.016) (0.016) (0.009)

Publications Count Count Relative Count
International refereed 0.015 0.013 0.029 0.012

(0.002)*** (0.002)*** (0.005)***  (0.002)***
National refereed 0.024 0.022 -0.001 0.015

(0.007)*** (0.006)*** (0.001) (0.005)***
Other publications 0.009 0.009 0.012 0.005

(0.002)*** (0.002)*** (0.003)***  (0.002)***
Controls (period (t-2) (t-2) (t-2) (t-2) (t-1)
Worker characteristics No No Yes Yes Yes
Department dummies No No Yes Yes Yes
Job complexity level Yes Yes Yes Yes Yes
Sample: Two
Those who had worked Three consecutive years consecutive
for at least years
Publication variables: Tavo previous vears Previous
Publications for the P Y year
Period 2008-2012 2007-2012
R2;djusted 0.18 0.22 0.27 0.26 0.13
Observations 3782 3782 3695 3634 5788

Notes: Cluster-robust standard errors in parentheses (clustered at the worker level). All
models include a constant term. Worker characteristics include age, tenure, dummy varia-
bles for education levels and a dummy variable indicating whether an employee’s education
level changed from the previous period. When the models in the last three columns were
estimated with department dummy variables as explanatory variables, the coefficient esti-
mates were virtually unchanged. Using probit or logit models instead of linear probability
model produced qualitatively similar results. Full results are available upon request. * Statis-
tically significant at the .10 level; ** at the .05 level; *** at the .01 level.



83

TABLE 5 Ordered probit model of job complexity level
1) 2 ©)
Female -0.114 -0.069 -0.089
(0.044)*** (0.063) (0.063)
Publications Count Count Relative
International refereed 0.113 0.084 0.159
(0.009)*** (0.008)*** (0.026)***
National refereed 0.062 0.072 0.005
(0.020)*** (0.023)*** (0.007)
Other publications 0.070 0.054 0.077
(0.009)*** (0.007)*** (0.012)***
Controls
Worker characteristics Yes Yes Yes
Department dummies Yes Yes Yes
Sample Full sample Those who had worked for at
least three consecutive years
Publication variables: Contemporaneous Two previous years
Publications for the year
Period 2006-2012 2008-2012
Observations 8894 3782 3744
Pseudo R2 0.31 0.33 0.31
Log pseudolikelihood -12907 -5225 -5289

Notes: Table reports the ordered probit coefficients. Cluster-robust standard
errors in parentheses (clustered at the worker level). Worker characteristics
include age, age?, tenure, tenure? and dummy variables for education levels.
The full results are available upon request. * Statistically significant at the .10
level; ** at the .05 level; *** at the .01 level.

4.3  Determinants of performance evaluations

To examine the determinants of performance evaluations, we employ an or-
dered probit model similar to that in equation (2), with the individual perfor-
mance level now used as the dependent variable. Columns 1-3 in Table 6 pre-
sent the main results of the ordered probit analysis8. All reported models condi-
tion on a set of worker background characteristics, research productivity and
job complexity. Controlling for the job complexity level is important because

8 The table reports the ordered probit coefficients. The marginal effects of the gender
variable are reported in the lower panel of Table Al in the Appendix.
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performance levels are positively related to job complexity levels (see Figure 2);
however, excluding job complexity from the models does not alter the conclu-
sions of the analysis presented here. The estimates in column 1 are conditioned
on contemporaneous publication counts to control for individual research out-
put. The estimated gender coefficient is negative and statistically significant at
the 10% level. The significant gender difference disappears when past publica-
tion output is used to control for research productivity in columns 2 and 3, sug-
gesting that male and female employees with similar qualifications and re-
search outputs received similar performance evaluations. Hence, in contrast to
some previous studies (Bartol 1999; Castilla 2012), our results suggest that gen-
der plays a negligible or no role in employee performance evaluations. The es-
timated coefficients on the publication variables indicate a positive relationship
between actual output and assessed performance, implying that better-
performing employees - whether measured in absolute or in relative terms -
are likely to receive better performance evaluations.

Furthermore, to examine whether gender differences in changes in per-
formance evaluations exist, we estimate a linear probability model that parallels
that in equation (1), with the dependent variable now being a dummy variable
that equals one if the employee’s performance level increased between year -2
and year t and zero otherwise®. To account for the fact that performance level
changes among employees who moved up or down the job complexity ladder
were likely less related to job performance than to other considerations (e.g.,
promotions were often associated with a decrease in individual performance),
the estimated model is based on a sample of employees whose job complexity
remained unchanged from the previous period. The results of the linear proba-
bility models of performance level increments are presented in columns 4 and 5
of Table 6. The nonsignificant coefficient estimates on the female variable indi-
cate that the probability of being upgraded to a higher performance level did
not depend on gender. The coefficients of the publication variables show that
employees who produced more peer-reviewed articles were more likely to be
upgraded to a higher performance level, while output of other publications had
no effect on the probability of being upgraded.

K Linear probability models for year-to-year increments of performance level provided
qualitatively similar results.
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TABLE 6 Determinants of individual performance level
Ordered probit models of Linear probability
performance level models: level increased
between t-2 and ¢t
Female -0.084 -0.028 -0.035 -0.026 -0.029
(0.044)* (0.064) (0.064) (0.021) (0.021)
Job complexity level 0.077 0.055 0.076
(0.017)***  (0.026)**  (0.025)***
Publications Count Count Relative Count Relative
International refereed  0.040 0.026 0.062 0.011 0.027
(0.008)***  (0.007)***  (0.015)*** (0.002)***  (0.007)***
National refereed 0.044 0.045 0.005 0.016 0.003
(0.018)**  (0.020)**  (0.002)** (0.007)** (0.001)***
Other publications 0.050 0.043 0.055 0.002 0.002
(0.008)***  (0.007)***  (0.011)*** (0.003) (0.004)
Controls (period (#) (1) (1) (t-2) (t-2)
Worker characteristics  Yes Yes Yes Yes Yes
Department dummies  Yes Yes Yes Yes Yes
Those who had worked
Those who had for at least three consecu-

Sample

Full sample  worked for at least three

consecutive years

tive years and whose job
complexity levels re-
mained unchanged be-
tween t=2 and t

Publication variables: - Contemp. Two previous years Two previous years
Publications for the year P Y P Y
Period 2006-2012 2008-2012 2008-2012
Observations 8891 3780 3742 2767 2732
Pseudo R? 0.13 0.13 0.13

Rzadjusted 0.10 0.09
Log pseudolikelihood  -13904 -5750 -5707

Notes: The first three columns report the coefficients of the ordered probit models. Clus-
ter-robust standard errors in parentheses (clustered at the worker level). The dependent
dummy variable of the linear probability models equal one if employee’s performance
level increased between t-2 and t and zero otherwise. Worker characteristics include
age, age?, tenure, tenure2 and dummy variables for education levels. Both linear proba-
bility models include a constant term. The full results are available upon request. * Sta-
tistically significant at the .10 level; ** at the .05 level; *** at the .01 level.
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44  Earnings differentials

In order to assess the magnitude of the gender pay gap, we estimate the follow-
ing earnings equation using standard OLS regression:

log(Earningsijas) = a + PFemale; + yPublicationsit + 0Xit + Oa + At + €ijar 3)

where the dependent variable is a logarithm of monthly earnings (in euros) for
employee i in department d at job complexity level j in year t; Female; equals one
if an employee is a female; Publicationsi: is a vector of contemporaneous publi-
cation counts of peer-reviewed international and national articles and other
publications; Xi: is a vector of control variables, including age and tenure (as
well as their squared terms), a dummy variable for administrative duties and
dummy variables for the education level; and 0, are department dummies and
At are year dummies. If there exists a gender gap in earnings, we would expect
to observe a statistically significant nonzero value for the coefficient of the Fe-
male variable, f.

Table 7 summarizes the main results of the earnings equations. According
to the gender coefficient in column 1, female researchers earned approximately
11% less than their male co-workers. The estimates in columns 2 and 3 illustrate
that the male premium in earnings is mainly explained by differences in re-
search productivity and individual background characteristics: after adjusting
for these differences, a gender gap of approximately 2% remains. Adding con-
trols for occupations in column 4 significantly improves the fit of the model and
yields a statistically insignificant gender gap of approximately 1%, suggesting
no gender pay gaps among occupations. If the assignment of employees to dif-
ferent occupational levels depended on gender, then the inclusion of occupation
dummies would bias the estimated gender earnings gap downward; however,
as the analysis above suggests, gender was not a significant determinant of po-
sition on the job hierarchy in this particular organization. Using past research
output instead of contemporaneous output to control for research productivity
in column 5 produces a statistically insignificant gender earnings gap of ap-
proximately 1%. The earnings equations reported in the table only control for
publication counts and, hence, do not account for differences in relative re-
search productivity. However, re-estimating the models in columns 3-5 using
relative publications variables instead of publication counts lead to similar re-
sults regarding the gender pay gap: the gender coefficient is close to zero and
typically statistically insignificant.

The previous results provide strong evidence that the observed gender
gap in average earnings is mainly attributable to worker differences in back-
ground characteristics and research productivity. To further examine whether
there were gender differences in pay changes, we replaced the dependent varia-
ble of the earnings equation (3), the logarithm of earnings, with the difference in
logarithmic earnings between two consecutive years and used one-year lagged
publication and background variables instead of contemporaneous variables as
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regressors. The results of the estimated pay-change equation are reported in
column 6. The results indicate that gender was not a determinant of year-to-
year earnings changes. The coefficient estimates on the publication variables
show that earnings changes were positively related to research output, imply-
ing that increments in earnings were higher for more productive workers.

Data limitations prevent us from directly assessing the robustness of our
results to the inclusion of productivity measures other than research output.
One important measure might be the amount of time devoted to teaching. In
the absence of teaching data, we evaluated the sensitivity of the gender and
publication coefficients to the omission of teaching load variables by re-
estimating the model in column 3 after excluding the most teaching-intensive
occupations, namely, university instructors and lecturers. The resulting coeffi-
cient estimates on the gender and publication variables were virtually unaffect-
ed, implying that the main results are not altered by the omission of teaching
load variables?0.

10 The results of these estimations are available upon request.
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TABLE 7 Earnings equations
Dependent variable
Difference in
log(earnings)
between
log(earnings) tand t-1
Female -0.110 —-0.063 -0.024 -0.008 -0.011 0.0006
(0.016)*** (0.014)*** (0.007)*** (0.005) (0.010) (0.0017)
Publication counts
International refereed 0.037 0.020 0.010 0.013 0.0010
(0.003)***  (0.002)*** (0.001)*** (0.001)*** (0.0003)***
National refereed 0.055 0.014 0.007 0.015 0.0021
(0.009)***  (0.003)*** (0.002)*** (0.004)*** (0.0010)**
Other publications 0.043 0.012 0.006 0.009 0.0011
(0.004)*** (0.002)*** (0.001)*** (0.001)*** (0.0004)**
Controls (period 6] 6] (t) ® ® (t-1)
Year dummies Yes Yes Yes Yes Yes Yes
Worker characteris-  No No Yes Yes Yes Yes
tics
Department dummies No No Yes Yes Yes Yes
Occupation dummies No No No Yes No No

Those who Those who
had worked had worked

for at least for at least
Sample Full sample three 00

consecutive consecutive

years years
Publication variables: Contemporaneous year Two previ- Previous year
Publications for the P Y ous years Y
Period 2006-2012 2008-2012 2007-2012
R2adjusted 0.03 0.20 0.79 0.90 0.80 0.05
Observations 8894 8894 8894 8894 3782 5788

Notes: Earnings = monthly earnings in euros. Cluster-robust standard errors in parentheses (clus-
tered at the worker level). All models include a constant term. Worker characteristics include age,
age?, tenure, tenure?, a dummy variable for administrative duties and dummy variables for edu-
cation levels. (The linear probability model in the last column also includes a dummy variable
indicating whether an employee’s education level changed from the previous period as a control
variable.) The full results are available upon request. * Statistically significant at the .10 level; ** at
the .05 level; *** at the .01 level.
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45  Additional findings
Gender differences in research productivity

The above results suggest that gender gaps in promotion rates and earnings
partly reflect gender differences in research productivity. The lower research
productivity of female academics is widely acknowledged in the literature
(Schneider 1998; Xie and Shauman 1998). Other empirical studies suggest that
gender gap in research output cannot be fully explained by differences in re-
searcher characteristics (e.g., experience and academic rank) or by other factors,
such as the concentration of female researchers in academic disciplines with less
publishing (e.g., Toutkoushian and Bellas 1999; Hesli and Lee 2011).

To analyze gender differences in research productivity in more detail, we
estimate the following equation using OLS, Poisson and negative binomial re-
gression models:

Articlesijas = a + pFemale; + yOther publicationsi; + 6Xir + mj + 04 + €ijar 4)

where the dependent variable is the annual number of peer-reviewed articles
(both international and national) of employee i at job complexity level j in de-
partment d in year t; Female; equals one if an employee is a female; Other publica-
tions;t is the annual number of other (non-refereed) publications; Xi: is a vector
of control variables, including age and tenure (as well as their squared terms), a
dummy variable for administrative duties and a dummy variable for a doctoral
degree; and s are job complexity level dummies and 84 are department dum-
mies.

The regression results of equation (4) are presented in Table 8. The gender
coefficient from the OLS regression in column 1 indicates that female research-
ers produced, on average, approximately one fewer article than their male col-
leagues. The results in column 2 suggest that this gender gap in research
productivity is mainly attributable to differences in worker characteristics, and
the gender coefficient is no longer statistically significant when these differ-
ences are accounted for. However, because the OLS regression assumes a con-
tinuous dependent variable and is therefore not appropriate for the analysis of
count dependent variable, we also estimated research output using methods
designed for count data, namely, Poisson regression (column 3) and negative
binomial regression (column 4). The gender coefficients from these preferred
regressions indicate that female researchers produced statistically significantly
fewer peer-reviewed articles than male researchers with similar background
characteristics.

The existing literature proposes several potential explanations for the
gender gap in research output. First, female researchers’ research output might
be adversely affected by childbearing and heavier engagement in childcare and
other household responsibilities (e.g., Stack 2004). Second, female faculty mem-
bers may use more of their working time to activities other than research
(Toutkoushian and Bellas 1999; Link et al. 2008), possibly due to their stronger
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preferences for or motivation to engage in non-research activities (e.g., Bentley
and Kyvik 2013). Third, insufficient resources and weaker research networks
may diminish the publication output of female researchers, especially in male-
dominated disciplines if researchers tend to co-author with colleagues of the
same sex (McDowell and Smith 1992) and if research productivity increases
with co-authorship (Hollis 2001). Fourth, journal editors and reviewers may
discriminate against female authors, leading to higher rejection rates for female-
authored manuscripts (Ferber and Teiman 1980). However, the empirical sup-
port for these explanations is ambiguous, as studies have shown that (1) female
researchers with dependent children have similar research productivity as male
researchers (e.g., Sax et al. 2002), that (2) additional time spent on other activi-
ties — most notably, teaching - does not have a negative effect on research out-
put (Shin and Cummings 2010) and gender is a weak predictor of research time
amongst university faculty (Bentley and Kyvik 2013) and that (3) gender does
not play a role in the article review process (Abrevaya and Hamermesh 2012).

The estimated coefficients of other covariates also reveal some interesting
relationships. First, research output was lower for older workers and increased
with tenure but at a diminishing rate. Second, the coefficients imply that time
spent on administrative duties had a negative effect on research productivity.
Third, those who had higher outputs of other publications (e.g., non-refereed
book chapters, discussion papers) produced more peer-reviewed articles.

Female professors and the gender pay equity of professors

The results above show little or no evidence of gender bias in the assignment of
faculty members to different levels on the job complexity ladder. However, a
potential obstacle to career advancement was identified for female researchers:
women may be less likely to achieve the full professor rank than men. As re-
ported in Table 3, approximately 19% of men were working as full professors
compared with 9% of women. To assess whether this difference was attributa-
ble to differences in worker characteristics, the first column of Table 9 reports
the gender difference in the likelihood of holding a full professor position
among employees working at job complexity levels 6-11. The female coefficient
suggests that, conditional on worker and job characteristics, female employees
were 6% less likely to work as professors than equally qualified males. Alt-
hough women were underrepresented in professor positions, women who had
achieved professorships earned equal pay for equal work: the results of the
earnings equation in the second column of the table imply no gender pay gap
within the professor rank.



TABLE 8 Determinants of research productivity

Dependent variable: Number of peer-reviewed articles in year ¢

Negative
Poisson binomial
OLS OLS regression regression
Female -1.032 -0.071 -0.108 -0.128
(0.119)*** (0.080) (0.057)* (0.051)**
Age 0.103 -0.025 -0.028
(0.043)** (0.005)*** (0.004)***
Age? -0.0015
(0.0005)***
Tenure 0.045 0.037 0.046
(0.019)** (0.017)*** (0.010)***
Tenure? -0.0016 -0.0013 -0.0015
(0.0006)** (0.0003)*** (0.0003)***
Doctoral degree 0.373 0.458 0.502
(0.088)*** (0.080)*** (0.069)***
Administrative duties -0.322 -0.155 -0.139
(0.277) (0.090)* (0.080)*
Other publications 0.118 0.051 0.082
(0.027)*** (0.009)*** (0.017)***
Controls
Job complexity level No Yes Yes Yes
Department No Yes Yes Yes
Rzadjusted 0.03 0.34
Pseudo R? 0.31 0.13
Observations 8894 8894 8894 8894
Log pseudolikelihood -14 878 -12 695
a 0.903%**

Notes: Cluster-robust standard errors in parentheses (clustered at the worker level).
All models include a constant term. In the Poisson and negative binomial regressions,
only statistically significant worker and job characteristics were included in the models
(i.e., age2 was excluded). * Statistically significant at the .10 level; ** at the .05 level; ***
at the .01 level.
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TABLE 9 Likelihood of working as a professor and professor earnings
Probability of Earnings of
working as a professors
professor

Dependent variable:

=1 if professor,

= 0 otherwise log(Monthly earnings)
Female -0.060 0.003
(0.036)* (0.011)
Controls
Year Yes Yes
Worker characteristics Yes Yes
Research productivity Yes Yes
Department Yes Yes
Sample Job complexity All professors
level > 5
R2adjusted 0.24 0.56
Observations 3271 1262

Notes: Cluster-robust standard errors in parentheses (clustered at the worker
level). Worker characteristics include age, age? tenure, tenure? and dummy
variables for education levels (earnings equation also includes a dummy varia-
ble for administrative duties). Research productivity variables include publica-
tion counts (peer-reviewed international articles, peer-reviewed national arti-
cles and other publications) in period t. Both models include a constant term.
Full results are available upon request. * Statistically significant at the .10 level;
** at the .05 level; *** at the .01 level.

5 Conclusions

This study employs personnel data to evaluate the role of gender in internal
promotion, employee performance evaluation and earnings determination. Us-
ing detailed information on the complexity rating of job tasks to identify pro-
motions along the job hierarchy, we show that male and female researchers
were equally likely to be promoted, conditional on individual research produc-
tivity. The findings demonstrate that worker-specific productivity differences
may be a primary reason for gendered promotion rates. An analysis of the de-
terminants of employee performance evaluations reveals that gender played a
negligible or no role in evaluation decisions. The observed male premium in
earnings was mainly attributable to individual differences in research produc-
tivity and background characteristics: adjusting for these differences reduced
the gender earnings gap from approximately 11% to approximately 1-2%.
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Moreover, once the full set of controls was included, the gender coefficient was
no longer statistically significant. Additionally, the results demonstrate that fe-
male researchers had lower research output than their male colleagues, even
after conditioning on a set of worker characteristics, including age, tenure and
academic discipline. Finally, the results suggest that female and male professors
were paid equally, although female employees were less likely to work as full
professors than equally qualified men.

The results indicate that higher research productivity was related to high-
er probabilities of being promoted to or working on the highest job ladders (ac-
ademic ranks). The findings also confirm that more productive researchers re-
ceived more favorable performance evaluations than others with similar back-
ground characteristics, implying that the available worker output information
was effectively employed in the assessment of employee performance and was
therefore likely to reduce the subjectivity of the evaluation process and result in
more objective performance evaluations.

Our analysis employed publication counts to measure individual produc-
tivity. Other productivity measures, such as the quality of research and teach-
ing, can also contribute to pay and promotion decisions. Earlier studies illus-
trate that publication quality, as measured by the number of citations (Moore et
al. 1998; Bratsberg et al. 2010) or by the number of articles in top-tier journals
(e.g., Hilmer and Hilmer 2005), is positively related to academic salaries. Our
findings also provide some evidence that the quality of research matters for ca-
reer advancement decisions: peer-reviewed international articles carried more
weight in pay and promotion decisions than peer-reviewed national articles or
other publications.

Employees may also receive rewards for their teaching load and skill, in
terms of higher earnings and promotion probabilities. However, given (1) the
theoretical arguments for why incentives for research productivity may have
increased in universities (Remler and Pema 2009) and (2) the empirical findings
suggesting that universities have become more inclined to make hiring, promo-
tion and remuneration decisions largely based on research without regard to
other achievements (Laband and Tollison 2003; Remler and Pema 2009), teach-
ing may play a constantly diminishing role in various career decisions. In fact,
the findings of several recent studies suggest that heavier teaching loads are
penalized with lower earnings (e.g., Graves et al. 2002; Umbach 2006; Binder et
al. 2012). Teaching might be less relevant to pay and promotion decisions at the
university analyzed in this paper for several reasons. First, teaching loads are
typically uniform within occupations, and the results are robust to the exclusion
of occupations with more variable teaching loads. Second, the assessment of
teaching skill is difficult, especially because student evaluations of instructors
are not collected. Finally, the university’s funding is closely tied to the number
of research publications, giving supervisors strong incentives to emphasize
publications in pay and promotion decisions.

Two conclusions can be drawn from our findings about the role of worker
productivity in career outcomes. First, both absolute and relative individual
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output may be important factors in determining promotions, earnings and per-
formance evaluations. Second, using contemporaneous and past productivity
measures yielded qualitatively very similar results for the effects of worker
output on earnings and performance evaluations, suggesting that information
on employees’ concurrent productivity provides a valid proxy for their past
productivity.
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Description of the variables

Variable name

Description

Monthly earnings

Female

Age

Tenure

Education
(highest degree)

Occupation

Job complexity level
Number of
publications
Departments

Administrative duties

Monthly earnings in euros.

=1 if female, = 0 if male.

Age in full years. Used as a proxy variable for potential total work
experience.

Measures the number of years of service at the university. For
employees missing this information, tenure measures the length of
time since the latest labor contract was negotiated; the variable
will therefore underestimate actual job tenure for some employ-
ees. Furthermore, in some cases, tenure is likely to be an overesti-
mate of actual work experience because it is measured in full years
after a specified reference date and possible career breaks are not
accounted for.

Three options: master’s degree (or lower), licentiate’s degree, doc-
toral degree. Approximately 13% of the worker-year-observations
lack information on education level. We imputed these missing
values with the most common education level of the employees
working in the same occupation. However, the reported results
were essentially unchanged when individuals with missing educa-
tion information were excluded from the analysis.

Occupations: 1) doctoral student, 2) teaching assistant, 3) re-
searcher, 4) university instructor, 5) postdoctoral researcher, 6)
senior researcher, 7) senior assistant, 8) lecturer, 9) professor, 10)
other occupation.

11 different job complexity levels.

Publications are divided to three categories: 1) peer-reviewed in-
ternational articles, 2) peer-reviewed national articles, 3) all other
publications (e.g., book chapters, discussion papers).

27 departments.

=1 if a worker had concurrent administrative duties (i.e., earned
wage bonus for administrative duties), = 0 otherwise.
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TABLE Al Task-specific and performance components of earnings
in 2012

Job Task- Performance Performance component

complexity specific level (% of task-specific

level component component)

1 1747 € 1 0%

2 1922¢€ 2 4 %

3 2114 € 3 10 %

4 2403 € 4 16 %

5 2787 € 5 22 %

6 3254 € 6 28 %

7 3755€ 7 34 %

8 4543 € 8 40 %

9 5120€ 9 46 %

10 5796 €

11 6703 €

Notes: Task-specific and performance components are based on a pay
scale applied in December 2012 rounded to the nearest integer. For ex-
ample, an employee working at complexity level 6 and at performance
level 5 in 2012 had monthly earnings of approximately 3254 + 0.22*3254
~ 3970 euros (if he or she did not receive any additional wage bonuses).

TABLE A2 Role of gender in assignment of
administrative duties

Dependent dummy variable = 1 if employee had
administrative duties, = 0 otherwise

@) @
Female -0.033 -0.009
(0.010)*** (0.009)

Control variables

Age and tenure No Yes
Educational level No Yes
Department No Yes
Research productivity No Yes
Rzadjusted 0.01 0.12
Observations 8894 8894

Notes: Research productivity variables measure concurrent
numbers of publications (international peer-reviewed arti-
cles, national peer-reviewed articles and other publica-
tions). Full results are available upon request. * Statistically
significant at the .10 level; ** at the .05 level; *** at the .01
level.
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CHAPTER 4: THE WAGE CURVE AND LOCAL
MONOPSONY POWER *

Abstract

Using worker panel data from Finland, a country with a geographically dis-
persed population and relatively long distances between local labor markets,
this paper examines the responsiveness of the pay level to local unemployment
conditions. In particular, this study analyzes whether the pay level is more re-
sponsive to the unemployment level in less agglomerated and more remote re-
gions, as might be expected if employers have a higher degree of local monop-
sony power in such regions. The results consistently suggest that the pay level
is lower in localities with a higher unemployment level and hence provide
strong support for the so-called wage curve hypothesis, which predicts a nega-
tive relationship between local unemployment and the pay level. Although the
results provide some evidence that the magnitude of the wage curve relation-
ship, which is estimated based on the unemployment elasticity of pay, varies
across different regions of the country, the findings do not provide consistent
support for the monopsony power hypothesis. In particular, once the unob-
served worker heterogeneity is controlled for, the local unemployment elasticity
of pay is unrelated to the degree of regional agglomeration. Further analysis
based on a more direct measure of local monopsony power, namely, the num-
ber of own-industry establishments in the locality, supports a similar conclu-
sion: the responsiveness of the pay level to local unemployment is not stronger
for workers whose employers potentially have more monopsony power over
them.

Keywords: wage curve, regional unemployment, monopsony power

JEL Classification: J31, J42, J60, R23
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1 Introduction

Empirical literature has extensively confirmed the wage curve hypothesis pro-
posed by Blanchflower and Oswald (1990, 1994), which suggests that wages are
lower in local labor markets with higher unemployment. However, in contrast
to the findings of their pioneering empirical work, the magnitude of this inverse
relationship seems to vary considerably across countries (see, e.g., Nijkamp &
Poot 2005). Based on their empirical findings, Blanchflower and Oswald argued
that the responsiveness of wages to local unemployment is not affected by dif-
ferences in the labor market institutions of countries. However, later studies
have shown that local wage responsiveness is contingent on labor market insti-
tutions. Indirect evidence is based on less elastic wage curves in countries with
more centralized wage bargaining systems, such as those in Nordic countries
(see, e.g., Albak et al. 2000; Nijkamp and Poot 2005), and union workers (e.g.,
Card 1995; Barth et al. 2002), while more direct evidence is provided by studies
illustrating that the slope of the wage curve changes based on the restructuring
of the wage bargaining system and other labor market re-forms (Devicienti et al.
2008; Cholezas and Kanellopoulos 2015; Daouli et al. 2017).

Furthermore, prior studies provide evidence that the slope of the wage
curve may vary across different regions of the same country. For instance,
Turunen (1998) found that the size and significance of the wage curve slope of
young workers varies across nine major geographical areas of the US. Deller
(2011) used cross-sectional regional data from the US to show that wages are
negatively related to local unemployment in some parts of the country, but in
others, the wage-unemployment relationship is either positive or statistically
nonsignificant.

The within-country variation in wage curve estimates is somewhat puz-
zling: because the local labor markets of a country typically share the same
wage-setting mechanisms and other labor market institutions, the regional vari-
ation in the wage curve slopes calls for an explanation that relies on other fac-
tors. One potential explanation is provided by Longhi et al. (2006), who argued
that within-country variation may arise from local monopsony power caused
by regional differences in geographical remoteness and in the degree of eco-
nomic agglomeration. Their reasoning is as follows: the combination of fewer
jobs and higher job mobility costs (including job search, commuting and migra-
tion costs) in more remote low-agglomeration regions weakens the outside job
opportunities of the workers in these regions; the poorer job opportunities give
employers local monopsony power over their employees, and consequently,
employers achieve greater flexibility in adjusting wages based on local unem-
ployment conditions. Consequently, the wage curve relationship is more pro-
nounced in remote low-agglomeration regions than in regions that have a high
concentration of firms and that are in close proximity to neighboring regions.

Using regional data from western Germany, Longhi et al. (2006) provided
supportive empirical evidence for the monopsony power hypothesis: the slope
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of the wage curve is larger in less agglomerated and more isolated regions.
Consistent with the monopsony power hypothesis, other studies have illustrat-
ed that the magnitude of the wage curve relationship is contingent on the de-
gree of urbanization, where the pay level is less responsive to local unemploy-
ment level in larger cities than in smaller cities and rural regions (Baltagi et al.
2012; Baltagi and Rokicki 2014).

In this paper, we use worker-level panel data from Finland to test the mo-
nopsony power explanation of the variation in the regional wage curve. We ar-
gue that Finland provides an ideal case for analyzing local monopsony power
because long distances between local labor markets create notable job mobility
costs. Based on our results and conclusions made by Solon et al. (1994), we ar-
gue that the use of regional aggregate data may partly explain why Longhi et al.
(2006) found a more pronounced wage curve for less agglomerated regions.
Solon and others argued that using aggregate data to analyze the cyclicality of
(real) wages may introduce a composition bias, leading to the underestimation
of the true procyclicality of wages. This composition bias arises when aggregate
statistics fail to properly account for the changing composition of the workforce
over the business cycle. If the size of the composition bias varies across regions
with different degrees of economic agglomeration, using regional aggregate
data to analyze within-country variation in wage curve slope may lead to incor-
rect conclusions. As discussed in Solon et al. (1994), a solution to the composi-
tion bias problem is to estimate worker-level wage regressions while including
worker fixed effects. To account for the composition bias in the analysis of re-
gional variation in the wage curve relationship, we thus re-estimate the models
estimated by Longhi et al. (2006) by using worker fixed effects specifications.
Our results suggest that the greater responsiveness of the pay level to local un-
employment conditions in less agglomerated regions disappears when we ac-
count for unobserved worker heterogeneity.

2  Data and empirical approach

The micro-data analyzed are based on a 7% random sample of the Finnish pop-
ulation drawn in 2001. The data from a sampling year were merged with data
from preceding and subsequent years, and the resulting longitudinal data in-
clude information on the sampled individuals for the period from 1995 to 2006.
For the purposes of the wage curve analysis, these worker-level data were com-
bined with regional data on local unemployment rates measured at the LAU-1
level (79 sub-regions)!. Because the micro-data include identifiers for sub-
regions only for the years 1995-2002, the final sample used for the analysis in-
cludes observations only for this period. The analysis focuses on non-

1 The micro-data were collected by Statistics Finland. The unemployment rates were
drawn from the Employment Service Statistics compiled by the Ministry of Economic
Affairs and Employment, and they are based on the number of unemployed individ-
uals registered as jobseekers at employment offices.
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agricultural private sector employees who lived in mainland Finland, and con-
sequently, individuals who lived in the Aland Islands (which constitute an au-
tonomous province of Finland) and individuals who were employed in the pub-
lic sector or by the agriculture, forestry or fishing industries were excluded
from the final sample. Additionally, employees aged under 18 and over 68 were
excluded from the sample.

To examine the regional variation in the wage curve relationship, we esti-
mate the following earnings equation:

log(eirt) = a + B log(urn) +y log(un)*AM + N AM,t + 0Xirt + 17, + 01 + €int (1)

where i, r and t represent the individual, sub-region and year, respectively; e is
annual earnings; u;+ is the local unemployment rate of the LAU-1 sub-region;
Xirt is a vector of worker characteristics, including age, age2, work experience,
work experience? and a set of dummy variables for gender, native/first lan-
guage, marital status, children under 18 years old, education level, field of
study and industry (and interaction terms of gender with marital status and
children dummies); 7, is a region effect; 0; is a year effect; and ¢+ is an error
term. Table 1 summarizes the descriptive statistics for the worker characteristics.
The regression variables are described in more detail in Table A1l in the Appen-
dix.

Because both the earnings variable and the unemployment variable are in
logarithms, coefficient f measures the local unemployment elasticity of pay.
According to the wage curve relationship, the unemployment elasticity is nega-
tive; hence, we expect to observe a negative coefficient for the estimate of . As
noted by Card (1995), the relevant dimension for the estimation of the unem-
ployment coefficient § is the product of the number of regions and the number
of observation years. Consequently, the estimation of f is effectively based on
632 observations (= 79 regions * 8 years).

Variable AM;+ captures the degree of economic agglomeration of sub-
region r in year t and is measured in three different ways. The first two
measures are adopted from Longhi et al. (2006) and are calculated as follows?:

Ap = Xi1070% (Eifwy)
T = XiTimw = £;1070* (Ei*En)5 * wy

where E,; is the total number of employed in sub-region r in year t; E;; is the to-
tal number of employed in region i neighboring sub-region r; and weights wy
are elements of the R x R spatial weight matrix, where R is the number of sub-
regions (the rows and columns of the matrix have the same ordering of sub-
regions). The elements of the spatial weight matrix are calculated based on the
inverses of Euclidean distances between sub-region r and its neighboring sub-

2 For a more detailed description of these measures, see Longhi et al. (2006), pages
716-720.
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regions i, and diagonal elements (w,) and elements corresponding to non-
contiguous sub-regions (i.e., regions that do not border one another) are set to
zero®. The weight matrix is “row standardized” by dividing each element of
the matrix by the row sum of the elements. Consequently, each row of the final
spatial weight matrix sums to zero; that is, for each sub-region r, i wy = 1.
Measure A, is hence a weighted average of the number of employed individu-
als in sub-regions surrounding sub-region r. Assuming that local monopsony
power yields a more elastic wage curve for more remote and less agglomerated
regions, we would expect to observe a negative value for parameter y. Table 1
reports the summary statistics of the agglomeration measures A+ and T

TABLE 1 Descriptive statistics (1995-2002)
Variable Mean Std. Min Max
Dev.

Worker characteristics
Annual earnings e;r (euros) 24398 8989 1900 69000
Age 39.9 10.2 18 68
Work experience 10.2 3.5 1 16
Female dummy 0.422
Marital dummy 0.540
Children dummy 0.427
Education level

Primary/lower secondary 0.253

Upper secondary 0.446

Lowest level tertiary 0.183

Lower-degree level tertiary 0.063

Higher-degree level tertiary 0.053

Doctorate or equivalent 0.002
Regional variables
Regional unemployment rate u; 16.76 4.75 6.38 30.22
Regional agglomeration measure A 0.027 0.029 0.008 0.206
Regional agglomeration measure T 0.019 0.016 0.006 0.139

Notes: The marital dummy equals one if a worker was married and zero otherwise.
The children dummy equals one if a worker had children under 18 years old and zero
otherwise.

As a third measure of agglomeration variable AM;: in earnings equation (1), we
use a set of dummy variables that divide sub-regions into geographical areas
with different levels of agglomeration. Based on regional characteristics related

3 Because the sub-regions comprise two or more municipalities and have more than
one local center, the calculation of the elements of the spatial weight matrix is based
on the Euclidean distances between the administrative centers of the most populated
municipalities within each sub-region. The data on Euclidean distances were extract-
ed from Google Maps.
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to the degree of economic agglomeration reported in Table 2, three dummy var-
iables are generated for the geographical areas of Finland: “South” (high-
agglomeration region), “Central” (medium-agglomeration region) and “North”
(low-agglomeration region)*. In this model specification, the southern sub-
regions are used as a reference group, and we are particularly interested of the
coefficient estimate on the interaction term between the local unemployment
variable and the dummy variable for northern sub-regions. A north-south divi-
sion provides an ideal setting for a test of the monopsony power hypothesis as
an explanation for the within-country variation in wage curve estimates: the
population in Finland is heavily concentrated in the southern parts of the coun-
try, whereas northern Finland, characterized by a lack of economic agglomera-
tions and long distances between local labor markets, is among the least popu-
lated geographical areas in Europe. Hence, based on the monopsony power hy-
pothesis, we would expect to observe a more pronounced wage curve for the
northern sub-regions than for the southern sub-regions.

TABLE 2 Region characteristics in 2002

Region
Variable "South" "Central" "North"
Population share (%) 46.3 37.0 16.7
Population/km? of land area 32.0 14.6 43
Land area (%) 18.4 321 49.5
Degree of urbanization (%)2 84.7 74.5 67.7
Mean of the Euclidean distance between  57.6 67.2 105.8
the sub-regional centers (km)
Number of municipalities
<10 000 inhabitants 141 132 56
10000-49999 inhabitants 42 30 15
50000-99999 inhabitants 3 5 0
27100000 inhabitants 5 0 1

Notes: @ Mean of values of included NUTS-3 regions. In 2002, the total
population of Finland was 5,180,038, and the total land area was 302,946
km? (excluding the population and the land area of Aland Islands). Source:
Author’s own calculations based on data by Statistics Finland.

4 “North” consists of the sub-regions located in the three northernmost NUTS-3 re-
gions (Kainuu, Northern Ostrobothnia and Lapland). “South” comprises the sub-
regions located in the eight contiguous NUTS-3 regions in south-western Finland
Héme and Kymenlaakso), constituting the most densely populated area in the coun-
try. “Central” comprises the sub-regions located in the eight NUTS-3 regions of the
central Finland (South Karelia, Eteld-Savo, Pohjois-Savo, North Karelia, Central Fin-
land, South Ostrobothnia, Ostrobothnia and North Ostrobothnia).
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The dependent variable of the earnings equation (1) is a logarithm of worker’s
annual earnings. The wage curve relationship essentially describes the relation-
ship between the local unemployment level and the wage level, and hence, the
preferable dependent variable would be workers” hourly wage. Unfortunately,
the micro-data used for the analysis do not include information on hourly wag-
es or working hours. When annual earnings are used as a dependent variable
for the regression equation, the coefficient on the unemployment variable, 3,
may yield inflated estimates of the true wage-unemployment relationship, as 3
reflects the variation in both hourly wages and annual working hours with re-
spect to local unemployment level. To account for the effects of varying work-
ing hours on the wage curve estimates, the final sample used for the analysis
excludes 1) employees who worked less than twelve months a year and 2) 5% of
the observations from both tails of the annual earnings distribution in each year
in each sub-region. The final sample employed in the estimation of different
specifications of earnings equation (1) consists of 429,414 observations for
92,839 workers.

Earnings equation (1) is estimated by using an ordinary least squares es-
timator. Additionally, to account for the pay-level effects of unobserved time-
invariant worker characteristics, the earnings equation is also estimated by us-
ing the fixed effects estimator. In the fixed effects specifications, a worker-
specific effect i is included as an additional regressor. Earnings equations that
include the worker effects are our preferred specifications, as they account for
the potential composition bias that may arise from the compositional changes in
the workforce over the business cycle (Solon et al. 1994). To account for the pos-
sibility that the different level of aggregation of the dependent and the inde-
pendent variable, where earnings are measured at the worker level and unem-
ployment is measured at the regional level, may cause error terms &t to be cor-
related across employees working in the same sub-region (Moulton 1986, 1990),
we cluster standard errors at the regional level (see Cameron and Miller 2011,
2015).

When we estimate the wage curve relationship by using the micro-data,
we assume that the logarithm of local unemployment rate is an exogenous vari-
able. While some studies use regional data to show that simultaneity bias,
which is caused by the simultaneous determination of local wage and unem-
ployment levels, may have a substantial effect on wage curve estimates (Baltagi
and Blien 1998, Baltagi et al. 2000, Longhi et al. 2006), this may be less of a prob-
lem when the wage curve is estimated by using micro-data: local unemploy-
ment rates are presumably affected by aggregate wages, not by individual wag-
es (Nijkamp and Poot 2005).
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3 Results

3.1  Wage curve estimates from regionally aggregated data

To ensure the comparability of our results with those of Longhi et al. (2006),
who employed regional data instead of micro-data, we begin our analysis by
estimating regional-level wage curve regressions that closely correspond to
their estimates. For this purpose, we first aggregate the micro-data by sub-
region (i.e., we calculate the mean values of the worker-level variables for each
sub-region in each year) and then use these data to estimate earnings regres-
sions that include the same explanatory variables of interest that Longhi and
others used in their regression models. These earnings regressions also include
the following control variables for sub-regions: the mean age of workers, mean
work experience of workers, share of female workers, share of highly educated
workers (tertiary or doctorate degree or equivalent), share of workers with a
degree in science and share of manufacturing workers. The earnings regressions
are first estimated by using the standard OLS estimator, with region fixed ef-
fects included. Next, following Longhi and others, the two-stage least squares
(2SLS) estimator is used to account for the possibility that local pay and unem-
ployment levels may have been simultaneously determined. In the 2SLS estima-
tions, the logarithm of local unemployment rate is instrumented with its one-
year lagged value.

The results of the earnings regressions estimated using the regionally ag-
gregated data are presented in Table 3. For brevity, only the coefficient esti-
mates of the explanatory variables of interest are reported; the full results are
available upon request. The estimates in the first column confirm the existence
of the wage curve relationship in Finland, indicating that the pay level is nega-
tively related to the local level of unemployment®. The OLS regression results
provide a smaller unemployment coefficient (—0.065) than the two-stage least
squares regression results (=0.099). The latter coefficient estimate is identical to
the uniform estimate of —0.1 reported by Blanchflower and Oswald (1994) for
twelve countries. Furthermore, it closely corresponds to the wage curve esti-
mate found by Maczulskij (2013) for Finnish private sector workers based on
micro data.

The specifications in the second column incorporate a variable named
‘Neighboring unemployment’, which measures the unemployment level in
neighboring sub-regions. The value of this variable for a particular sub-region is
a logarithm of a weighted sum of the unemployment rates in neighboring sub-
regions, where the weights are the elements of the spatial weight matrix. The
coefficient estimate on this variable is negative in both specifications, but it is

5 Longhi et al. (2006) also included a squared term of the logarithmic unemployment
rate as an explanatory variable and observed a significant positive coefficient esti-
mate for this variable. Our preliminary estimations consistently provided statistically
nonsignificant coefficient estimates for the squared term, and it was hence excluded
from the final specifications.
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statistically significant only in the OLS regression (at the 10% level). Hence, the
results of the 25LS regression suggest that unemployment conditions in neigh-
boring sub-regions play no role in determining the pay level. This finding con-
tradicts the results of Longhi et al. (2006), who found that the neighboring un-
employment level is a statistically significant determinant of the pay level. The
contradiction between our findings and theirs may be attributable to differences
in the regional disaggregation of data. While they used 327 regions of Western
Germany to define local labor markets, we use a regional classification that dis-
aggregates Finland into 79 sub-regions®. The geographical disaggregation used
by Longhi and others may yield regions that are effectively too small to charac-
terize functional local labor markets. In such a case, the pay level of a particular
region is likely to be affected by not only the prevailing unemployment level in
that region but also the unemployment conditions in neighboring regions (as
these regions are within commuting distance for workers and hence effectively
constitute a part of their local labor market). The regions used in our analysis,
on the other hand, are typically considered reasonable approximations of local
labor markets. Unfortunately, our data lack information on identifiers of more
disaggregated regions, and we are hence unable to test the effects of different
regional disaggregations on our wage curve estimates.

The specifications in columns (3)-(5) assess the regional variation in the
wage curve relationship by including interaction terms for the local unem-
ployment variable and different agglomeration measures specified in the previ-
ous section’. The results in columns (3) and (4) confirm the findings of Longhi et
al. (2006): the coefficient estimates on the interaction terms of agglomeration
variables A+ and T are statistically significant and negative, indicating that the
wage curve relationship is more pronounced in less agglomerated regions. Fur-
thermore, the estimates in column (5) indicate that the slope of the wage curve
is substantially larger in less agglomerated northern sub-regions than in highly
agglomerated southern sub-regions, and this difference is statistically signifi-
cant. Overall, the wage curve slopes from the earnings regressions estimated by
using the regionally aggregated data provide strong support for the monopso-
ny power hypothesis, according to which the responsiveness of wages to the
local unemployment level is stronger in regions with a low degree of economic
agglomeration.

6 The total geographical area of western Germany is about 74 % of that of Finland.

7 The coefficient estimate on the neighboring unemployment variable is statistically
nonsignificant in these specifications, and the variable was therefore excluded. Fur-
thermore, and in contrast to findings of Longhi et al. (2006), our estimations also pro-
vide a statistically nonsignificant coefficient estimate on the interaction term for the
local unemployment variable and neighboring unemployment variable.
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TABLE 3 Wage curve estimates (regional data)

Dependent variable: log(annual earnings)

Agglomeration measures

Baseline Baseline Agglomeration Agglomeration Area

modell model2 measure Ay measure Ty dummies
OLS
log(urt) -0.065***  -0.046*** —0.079*** —0.087*** -0.075***
Neighboring -0.044*
unemployment;;
log(ur)*An 0.724**
log (urt)*Trt 3.422%**
A 0.603**
Tt 5.537%**
log(us+)*Central 0.034**
log(us+)*North —0.045**
IV (2SLS)
log (ut) -0.099**  -0.076*** -0.150*** —0.133*** -0.108***
Neighboring -0.052
unemployment,
log(un)*Ant 1.395%**
log(ust)*Trt 3.872%**
An 0.278
Tt 4.835%**
log(u)*Central 0.035%**
log(ux)*North —0.052***
Region characteristics Yes Yes Yes Yes Yes
Region dummies Yes Yes Yes Yes Yes
Year dummies Yes Yes Yes Yes Yes
Observations (OLS) 632 632 632 632 632
Observations (2SLS) 553 553 553 553 553
RZugjusted (OLS) 0.98 0.98 0.98 0.98 0.98
RZadjusted (2SLS) 0.98 0.98 0.98 0.98 0.98

Notes: All models include the following control variables for the sub-regions: the mean age
of workers, mean work experience of workers, share of female workers, share of highly edu-
cated workers (tertiary or doctorate degree or equivalent), share of workers with a degree in
science and share of manufacturing workers. In the 2SLS specifications, the logarithmic un-
employment variable is instrumented with its one-year lagged value. Robust standard errors

are presented in parentheses. Significant at the * 10% level; ** 5% level; *** 1% level.
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3.2  Wage curve estimates from the micro-data

Next, to make more efficient use of the micro-data, we estimate the alternative
specifications of worker-level earnings equation (1). The main results of these
estimations are reported in Table 4.8 The specifications reported in the table are
parallel to those estimated in Table 3 using regionally aggregated data, and
hence, they allow a direct comparison of the regression coefficients of interest.
Again, the coefficient estimates on the unemployment variable confirm the ex-
istence of the negatively sloping wage curve relationship. However, the esti-
mates demonstrate that the slope of the wage curve is highly sensitive to inclu-
sion of worker effects: when unobserved worker heterogeneity is controlled for,
the unemployment coefficient increases from —0.019 to —0.089. Hence, the find-
ings highlight the importance of controlling for worker fixed effects when esti-
mating the local pay-unemployment relationship; otherwise, the true unem-
ployment elasticity of pay may be obscured. The latter estimate suggests that an
increase in the local unemployment rate by 100% reduces the pay level by ap-
proximately 9%. The results in column (2) once again confirm that the pay level
is not related to unemployment conditions in neighboring sub-regions.

The wage curve estimates in columns (3)-(5) challenge the previous find-
ings of Longhi et al. (2006) for western Germany: after including worker fixed
effects, the coefficient estimates on the interaction terms for the local unem-
ployment variable and alternative agglomeration measures are no longer statis-
tically significant. In other words, the steeper slope of the wage curve of the less
agglomerated sub-regions disappears when unobserved worker heterogeneity
is controlled for. Hence, the results do not support the hypothesis that monop-
sonistic features of more remote and less agglomerated regions generate a more
pronounced wage curve relationship for these regions.

The use of regional aggregate data may partly explain why Longhi et al.
(2006) found a larger wage curve slope for regions with a lower degree of eco-
nomic agglomeration. As noted by Solon et al. (1994), using aggregate data to
analyze the responsiveness of wages to unemployment conditions may intro-
duce a composition bias, leading to the underestimation of the true procyclicali-
ty of wages. Composition bias arises when aggregate statistics fail to properly
control for the changing composition of the workforce over the business cycle.
Provided that composition bias is more pronounced in highly agglomerated
regions, one may observe a smaller wage curve slope for these regions if the
composition bias is not accounted for. As discussed in Solon et al. (1994), a solu-
tion to the composition bias problem is to estimate a micro-level wage equation
while including worker fixed effects. Our results suggest that once worker fixed
effects are included, the wage curve slopes are similar across regions with dif-
ferent degrees of economic agglomeration. Adjusting for worker composition
effects may also explain why Baltagi et al. (2012) found only slightly larger

8 To save space, only the coefficients of interest are reported. Table A2 in the appendix
reports coefficient estimates on control variables of the specifications estimated in the
first column.
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wage curve estimates for Western German regions in rural areas than for re-
gions with large cities.

Although the worker fixed effects specification in column (5) yields a simi-
lar slope estimate of the wage curve for the southern and the northern sub-
regions of Finland (approximately —0.09), the estimates suggest that the wage
curve slope is smaller for the sub-regions located in the central parts of the
country (—0.06). Hence, the results imply that the magnitude of the wage curve
relationship is not uniform across different regions. In contrast to findings of
Deller (2011) for the local labor markets of the US, our estimates do not provide
evidence for a positively sloping wage-unemployment relationship in any of
the geographical areas; rather, the coefficient estimates indicate that the pay
level is inversely related to the local unemployment level in each geographical
area (“North”, “Central” and “South”), providing strong evidence in favor of
the wage curve relationship. Based on the discussion in Card (1995), Deller’s
cross-sectional results may be partly driven by the lack of region fixed effects:
without controls for regions, the estimated coefficient on the unemployment
variable may reflect the potentially positive relationship between the “perma-
nent” regional unemployment level and “permanent” wages, whereas region
fixed effects must be included to produce the negative relationship between
actual local unemployment and actual wages.
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TABLE 4 Wage curve estimates (micro data)

Dependent variable: log(annual earnings)

Baseline Baseline Agglomeration Agglomeration Area

modell model2 measure Ay measure Ty dummies
OLS
log(utrt) -0.019**  -0.048** -0.019* —0.053*** —0.025%**
Neighboring 0.056
unemployment;
log(ur)*Ant 0.044
log(ur)* Tt 0.985**
At 0.132
T 1.079**
log(u+)*Central 0.015
log(us+)*North —0.075***
Worker FE
log(utrt) —0.089*** —0.088*** —0.101*** —0.035%** —0.085%**
Neighboring -0.003
unemployment;
log(un)*Ant 0.183
log(ur)*Trt 0.383
A —0.470%**
Tt 2.051%**
log(u)*Central 0.025%**
log(u)*North —-0.007
Worker characteristics Yes Yes Yes Yes Yes
Region dummies Yes Yes Yes Yes Yes
Year dummies Yes Yes Yes Yes Yes
OLS
R2adjusted 0.44 0.44 0.44 0.44 0.44
Worker FE
R2 (within) 0.40 0.40 0.40 0.40 0.40
R2 (between) 0.31 0.31 0.31 0.30 0.31
R2 (overall) 0.31 0.31 0.31 0.30 0.31
F-test (worker FE) 14.69 14.68 14.68 14.68 14.68
(p-value) (<0.001) (<0.001) (<0.001) (< 0.001) (< 0.001)

Notes: The number of worker-year-observations is 429,414 (on 92,839 individuals) and the
number of region-year-observations is 632 (= 79 regions*8 years). Worker characteristics in-
clude the following variables: gender, age, age?, work experience, work experience?, marital
status (and its interaction with gender), children dummy (and its interaction with gender),
native/first language dummies, education level dummies, field of education dummies, indus-
try dummies and year dummies (gender and language dummies are omitted in the worker
fixed effects specifications). Robust Hausman tests reject random effects in favor of fixed ef-
fects for all model specifications. The F-statistics test the joint statistical significance of the
worker fixed effects. Significant at the * 10% level; ** 5% level; *** 1% level (the significance
levels are based on cluster-robust standard errors, clustered at the regional level).
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3.3  Additional findings

In the previous analysis, the working hypothesis is that because of the existence
of fewer potential employers, employees in the less agglomerated regions have
poorer outside job opportunities, which gives local employers monopsony
power that they can take advantage of when adjusting wages to local unem-
ployment conditions. However, the degree of regional agglomeration may be a
poor measure of local job opportunities, at least for some employees. For exam-
ple, a low-agglomeration region may have a high concentration of firms operat-
ing in a certain industry, improving the local outside job opportunities of the
employees working in these firms (or, conversely, high-agglomeration regions
may have only few firms operating in certain industries, leaving less outside job
opportunities for the employees working in these firms). Hence, to examine the
role of local monopsony power as a determinant of the wage curve slope in
more detail, a more direct measure of local job opportunities is needed.

One such measure is the number of establishments operating in the same
industry and region as workers’ current employer (hereafter referred to as “lo-
cal own-industry establishments”)?. In the following analysis, we employ the
number of local own-industry establishments to provide a more detailed exam-
ination of the effect of local monopsony power on the slope of the wage curve
relationship. The number of own-industry establishments is likely to be a more
relevant indicator of local monopsony power for some employees than others.
In particular, employees in some occupations (e.g., employees in maintenance,
clerical and low-level administrative occupations) may more easily change
working industries than employees in occupations that require more industry-
specific education and training!?. Furthermore, as job opportunities essentially
depend on the amount of open vacancies, employees’ outside job opportunities
may be limited even in localities with a vast number of own-industry estab-
lishments, if only few of the establishments are concurrently offering vacancies
(Manning 2003). However, the number of open vacancies is likely to be posi-
tively correlated with the number of establishments.

Table 5 presents estimates from the earnings regressions that include the
logarithm of the number of own-industry establishments and its interaction
term with the unemployment variable as explanatory variables. All estimated
specifications include dummy variables for two-digit industries; otherwise, es-
tablishment count variables might also capture other industry pay effects. The
specifications in columns (1) and (2) are based on the establishment count data
for sub-regions, which contain the number of establishments for 25 manufactur-
ing industries. Compared with the regional classification used in the previous

9 Previously, Muehlemann et al. (2013) used the number of local own-industry estab-
lishments to proxy for the degree of local monopsony power of employers.
10 Related studies have analyzed the role of employer monopsony power in the pay

determination of occupations that require specific education/qualifications, such as
nurses (Hirsch and Schumacher 1995, 2005), teachers (Merrifield 1999) and university
faculty (Ransom 1993), whose outside job opportunities are typically limited by the
small number of potential local employers (hospitals, schools and universities, re-
spectively).
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analysis, these data are based on a revised LAU-1 classification that disaggre-
gates Finland into 74 sub-regions (instead of 79 sub-regions)!’. The specifica-
tions in columns (3) and (4) are estimated by using unemployment statistics and
establishment count data for NUTS-3 regions (19 regions). The advantage of
using the NUTS-3-level data is that they include the number of local establish-
ments for a wider range of industries; the data used for the analysis include es-
tablishment counts for 52 industries. Furthermore, using NUTS-3 regions in-
stead of LAU-1 sub-regions allows us to employ the full micro-data, that is, data
for the period from 1995 to 2006.

Most of the specifications reported in Table 5 yield a positive and statisti-
cally significant coefficient estimate on the establishment count variable, sug-
gesting that the pay level increases with the number of local own-industry es-
tablishments. This finding is consistent with the hypothesis that a smaller num-
ber of potential employers in the locality reduces the outside job opportunities
of workers, giving local employers monopsony power over their employees
and consequently allowing employers to pay lower wages. The existence of
economies of agglomeration provides another potential explanation for the pos-
itive relationship between the pay level and establishment count variable: the
regional concentration of firms (industries) may create productivity gains and
consequently higher wages (e.g., Ellison et al. 2010; Glaeser 2010)!2. Further-
more, the increase in the number of same-industry firms in the locality may in-
crease competition for workers, resulting in higher wages for the employees
working in these firms.

The interaction term for the unemployment variable and the establishment
count variable is generally statistically nonsignificant and close to zero, hence
contradicting the hypothesis that the magnitude of the wage curve relationship
depends on the degree of employer monopsony power. An exception is the
worker fixed effects specification in column (4), which provides a significant
negative coefficient on the interaction term, suggesting that the slope of the
wage curve increases with the number of own-industry establishments.

1 The reduction in the number of sub-regions by five is attributable to mergers of the
contingent sub-regions. To estimate the specifications in columns (1) and (2), we had
to modify the sub-region identifiers of the micro-data in order for them to be compat-
ible with the regional classification of the establishment count data. This modification
resulted in inaccurate sub-region identifier for some individuals. However, the num-
ber of individuals with misspecified identifiers is small, and the measurement error
is hence expected to have a negligible effect on the estimation results. We tested the
robustness of the results by re-estimating the models in columns (1) and (2) by using
a restricted sample that excluded all observations for the sub-regions that potentially
included individuals with misspecified sub-region identifiers. These estimations
yielded coefficient estimates very similar to those reported in Table 5.

12 The concentration-related productivity gains arise from the close geographical prox-
imity of firms, which, for example, improves the supply chains of the firms and in-
creases the interaction of firms and flows of workers, technology and information be-
tween firms.
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Dependent variable: log(annual earnings)

Regional level (# of regions)

LAU-1 (74 regions)

NUTS-3 (19 regions)

Estimation period 1995-2002 1995-2006

Number of 2-digit industries 25 52

OLS

log(urt) -0.023 0.004 0.008 0.030
(0.014) (0.058) (0.016) (0.014)**

log(own-industry establishments;) 0.022 0.033 0.036 0.043
(0.007)***  (0.022) (0.008)***  (0.005)***

log(u)*log(own-industry establishments) —-0.004 -0.003

(0.007) (0.002)

Worker fixed effects

log (un) -0.046 -0.045 -0.058 0.041
(0.007)***  (0.023)** (0.010)***  (0.012)***

log(own-industry establishments;) -0.007 -0.007 0.012 0.038
(0.004)**  (0.009) (0.003)***  (0.004)***

log(ur)*log(own-industry establishments,) —0.0002 —-0.012

(0.003) (0.001)***

Industry dummies (2-digit) Yes Yes Yes Yes

Worker characteristics Yes Yes Yes Yes

Region dummies Yes Yes Yes Yes

Year dummies Yes Yes Yes Yes

Worker-year observations 163,146 163,146 679,268 679,268

OLS

Rzadjusted 0.48 0.48 0.50 0.50

Worker FE

R2 (within) 0.40 0.40 0.48 0.48

R? (between) 0.29 0.29 0.36 0.36

R2 (overall) 0.29 0.29 0.37 0.36

F-test (worker FE) 13.42 13.42 14.28 14.30

(p-value) (<0.001)  (<0.001) (<0.001)  (<0.001)

Notes: Cluster-robust standard errors in parentheses, clustered at the regional level. The mean
value (standard deviation) of the non-logarithmic establishment count variable is 25.2 (57.8) in
the LAU-1 level establishment data and 225.2 (671.9) in the NUTS-3 level establishment data.
Worker characteristics include the following variables: gender, age, age?, work experience, work
experience?, marital status (and its interaction with gender), children dummy (and its interac-
tion with gender), native/first language dummies, education level dummies, field of education
dummies and year dummies (gender and language dummies are omitted in the worker fixed
effects specifications). Robust Hausman tests reject random effects in favor of fixed effects for all
model specifications. The F-statistics test the joint statistical significance of the worker fixed
effects. Significant at the * 10% level; ** 5% level; *** 1% level.



118

4  Conclusions

This paper employs longitudinal micro-data on private sector workers and re-
gional data on 79 local labor markets from Finland to examine the within-
country variation in the local unemployment elasticity of pay. The results pro-
vide strong support for the existence of the so-called wage curve relationship,
which states that the wage level decreases with the regional unemployment rate.
Furthermore, the results indicate that conditional on the local unemployment
rate, the unemployment conditions in neighboring regions do not play a role in
determining the pay level.

The results provide some evidence that the slope of the wage curve varies
across different geographical areas of a country. Moreover, the findings indicate
that once worker fixed effects are included to control for the composition bias
resulting from the changing composition of the workforce (Solon et al. 1994),
wage curve slopes are similar across regions with different degrees of economic
agglomeration. Hence, the findings contradict the monopsony power hypothe-
sis proposed by Longhi et al. (2006), which predicts that the magnitude of the
wage curve relationship is stronger in less agglomerated regions because of the
higher monopsony power of employers in these regions, and imply that the
failure to control for the unobserved worker heterogeneity (composition bias)
may explain why Longhi and others found a more pronounced wage curve re-
lationship for the low-agglomeration regions than for the high-agglomeration
regions of Western Germany. Further analysis based on a more direct measure
of local monopsony power, namely, the number of own-industry establish-
ments in the locality, yields a similar conclusion: the pay responsiveness to local
unemployment conditions is not stronger for employees whose employers po-
tentially have more monopsony power over them.
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Appendix
TABLE Al Description of the variables
Variable Description

Annual earnings

Regional
unemployment rate

Gender
Age

Experience

Marital status

Native language

Children

Level of education
(based on ISCED 1997)

Field of study
(based on ISCED 1997
classification)

Industry
(based on NACE
classification)

Annual earnings in euros.

Regional unemployment rate, computed at LAU-1 level (79 sub-
regions). The sources of the unemployment data: Labour Force
Survey (LFS), Statistics Finland.

Female dummy: = 1 if female, = 0 if male
Age in full years

Work experience in years (since 1987). The values are calculated
as follows:
(The number of working months since January 1987) / 12

Marriage dummy: = 1 if married, = 0 otherwise

Dummy variables for native/first language: 1) Finnish, 2) Swe-
dish or 3) other

Children dummy: =1 if the worker had children under 18 years,
= ( otherwise

1) Primary education or lower secondary education (or un-
known), 2) Upper secondary level education, 3) Lowest level
tertiary education, 4) Lower-degree level tertiary education, 5)
Higher-degree level tertiary education, 6) Doctorate or equiva-
lent level tertiary

1) General programmes (or not known or unspecified), 2) Edu-
cation, 3) Humanities and arts, 4) Social sciences, business and
law, 5) Science, 6) Engineering, manufacturing and construction,
7) Agriculture, 8) Health and welfare, 9) Services

1) Agriculture, forestry and fishing (excluded from the analysis),
2) Mining and quarrying, 3) Manufacturing, 4) Electricity, gas
and water supply, 5) Construction, 6) Wholesale and retail
trade; repair of motor vehicles, motorcycles and personal and
household goods, 7) Hotels and restaurants, 8) Transport, stor-
age and communication, 9) Financial intermediation, 10) Real
estate, renting and business activities, 11) Public administration
and defence; compulsory social security, 12) Education, 13)
Health and social work, 14) Other community, social and per-
sonal service activities, 15) Private households employing do-
mestic staff and undifferentiated production activities of house-
holds for own use; extra-territorial organizations and bodies;
industry unknown

Notes: Source of education and industry classifications: Statistics Finland.
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TABLE A2 Earnings equations

Dependent variable: log(annual earnings)

OLS Worker fixed effects
Coefficient Robust SE Coefficient Robust SE

log(utr) -0.019 (0.008)** -0.089 (0.012)***
Female -0.168 (0.010)***
Age 0.016 (0.004)*** 0.037 (0.004)***
Age? -0.0002 (0.00005)*** -0.0004 (0.00006)***
Work experience 0.036 (0.001)*** 0.085 (0.004)***
Work experience? -0.0005 (0.0007)*** -0.002 (0.00008)***
Married 0.043 (0.005)*** 0.012 (0.002)***
Married*Female -0.054 (0.006)*** -0.047 (0.004)***
Children dummy 0.0003 (0.003) -0.010 (0.002)***
Children dummy*Female -0.039 (0.008)*** -0.079 (0.012)***
Education level
Primary/lower secondary (omitted) (omitted)
Upper secondary 0.084 (0.013)*** -0.009 (0.013)
Lowest level tertiary 0.210 (0.017)*** 0.109 (0.030)***
Lower-degree level tertiary ~ 0.336 (0.025)*** 0.221 (0.017)***
Higher-degree level tertiary ~ 0.466 (0.024)*** 0.350 (0.024)***
Doctorate or equivalent 0.489 (0.016)*** 0.452 (0.028)***
Language dummies
Finnish (omitted)
Swedish -0.014 (0.019)
Other/unknown 0.006 (0.008)
Other controls
Field of study Yes Yes
Industry Yes Yes
Year Yes Yes
Region Yes Yes
Worker-year observations 429,414 429,414
Workers 92,839 92,839
Rzadjusted 0.44
R2 (within) 0.40
R2 (between) 0.31
R2 (overall) 0.31

Notes: These are the same model specifications estimated in column (1) of Table 2.
Robust SE = cluster-robust standard errors, clustered at the regional level. Children
dummy equals one if a worker had children under 18 years old and zero otherwise.
Significant at the * 10% level; ** 5% level; *** 1% level.



CHAPTER 5: ALTERNATIVE UNEMPLOYMENT
MEASURES AS PREDICTORS OF REGIONAL PAY
DIFFERENCES *

Abstract

Using worker-level panel data from Finland, this paper examines the implica-
tions of using alternative measures of local unemployment to estimate the re-
gional unemployment elasticity of pay. The empirical analysis consistently
yields negative elasticity estimates, suggesting that local unemployment level is
negatively related to pay level. However, the results illustrate that a statistically
and economically significant inverse pay-unemployment relationship (com-
monly referred to as the wage curve) is typically only detected when worker
fixed effects are controlled for. The estimate of the local unemployment elastici-
ty of pay varies considerably depending on the unemployment measure used in
the analysis, but is not sensitive to the level of geographical disaggregation at
which unemployment is measured. Modifying standard unemployment rates to
exclude long-term unemployed and to include participants in active labor mar-
ket programs has only a modest effect on elasticity estimates. Finally, the nega-
tively sloping pay-unemployment relationship is only detected with overall
regional unemployment rates, whereas education level-specific regional unem-
ployment rates yield a statistically insignificant elasticity estimate close to zero.

Keywords: unemployment measurement, regional unemployment, earnings,
wage curve

JEL Classification: ]31, J64, R23

The author thanks Jaakko Pehkonen and participants at the ERSA Congress (St. Pe-
tersburg) for helpful comments. The author gratefully acknowledges the financial
support provided by the Finnish Cultural Foundation (grant 00120284).



124

1 Introduction

Starting from the ground-breaking work by Blanchflower and Oswald (1990,
1994), an extensive body of empirical evidence has confirmed the so called
wage curve hypothesis stating that wages are lower in localities with higher
unemployment. The wage curve relationship is commonly measured using the
local unemployment elasticity of pay. Estimate of the wage curve elasticity is of
considerable economic interest because it measures the degree of wage flexibil-
ity with respect to local unemployment conditions. Later empirical work has
revealed that the elasticity estimates are not as uniform as suggested by the ear-
ly findings: while Blanchflower and Oswald found that wages responded to
local unemployment conditions in a remarkably similar way in countries with
distinctly different labor market institutions - with a 100% increase in local un-
employment rate being associated with a 10% decrease in wage level - later
studies have documented substantial variation in wage curve estimates be-
tween countries (see, e.g., Nijkamp and Poot 2005). For example, as might be
expected, wage responsiveness to local unemployment seems to be weaker in
countries with centralized wage-setting systems (e.g., Nordic countries) than in
countries with less centralized wage bargaining (e.g., the US).

Besides variation stemming from actual differences in labor market-
related factors (e.g., wage-setting institutions), wage curve estimates are sensi-
tive to methodological choices regarding, for example, which control variables
are included and which estimation method is used in the analysis (e.g., Card
1995; Nijkamp and Poot 2005). One important choice is that of the unemploy-
ment measure: there are alternative ways to define unemployment, and it is not
obvious which definition best captures the wage curve relationship. Theoretical
explanations proposed for the wage curve relationship provide some guidance
for the choice of the unemployment measure. These explanations often interpret
regional unemployment rate as an indicator of local job competition, with in-
creasing local unemployment tightening the competition for available jobs. The
basic tenet of these explanations is that the inverse wage-unemployment rela-
tionship arises because the increasing job competition induced by the higher
local unemployment worsens the outside options of the employees, which, in
turn, weakens the bargaining power of employees (union bargaining model),
reduces the wage levels needed to deter workers from shirking (efficiency wage
model) and lowers the wage levels that employers are willing to pay in order to
discourage workers from resigning (efficiency wage model with labor turnover);
as a result, lower wages are paid in high-unemployment regions than in low-
unemployment regions (Blanchflower and Oswald 1994; Campbell and Orszag
1998). However, the regional unemployment rate is a valid indicator of local job
competition only if unemployed individuals actually generate competition for
jobs by actively searching for work. For this to be true, only those nonemployed
individuals who engage in active job search should be considered as unem-
ployed.
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In reality, local wage setting may not only depend on the number of
nonemployed actively looking for work in the locality, but on a wider incidence
of local joblessness - that is, it is possible that also less active nonemployed
jobseekers exert downward pressure on local wage level. More generally, the
ongoing dispute over the correct definition of unemployment (e.g., Jones and
Riddell 1999, 2006) and the empirical evidence on measurement errors in un-
employment rates (Feng and Hu 2013) highlight the importance of studying
robustness of the wage curve elasticities to alternative measures of unemploy-
ment.

Given the extensive research on wage curve relationship, surprisingly few
studies have examined the sensitivity of wage curve estimates to alternative
definitions of unemployment. Pekkarinen (2001) studied the wage curve of
metalworkers in Finland and found that adjusting standard unemployment
rates to exclude long-term unemployed and to include participants in the sub-
sidized employment schemes had only a modest effect on the estimated wage
curve elasticities. With the exception of the study by Pekkarinen (2001), other
prior studies on the topic have mainly focused on developing countries (Wu
2004; Kingdon and Knight 2006; Ilkkaracan et al. 2013), arguing that due to def-
inition problems and idiosyncratic features of the labor markets, official unem-
ployment statistics may provide an imperfect indicator of regional job search
activity in less-developed countries. Correspondingly, Wu (2004) using data
from China and Kingdon and Knight (2006) using data from South Africa de-
tected the negatively-sloping wage curve with broader measures of unemploy-
ment (including, for example, the marginally-attached or laid-off workers), but
not with official unemployment rates. Ilkkaracan et al. (2013), using data from
Turkey, found that standard unemployment rates and broader measures of un-
employment - including discouraged and marginally-attached workers - re-
sulted in very similar wage curve estimates. Finally, Pannenberg and Schwarze
(1998) examined the wage curve relationship in a transition economy, namely,
in the regions of eastern Germany in the years following the German reunifica-
tion, and argued that participants in active labor market programs should effec-
tively be counted as unemployed and should hence be accounted for in the cal-
culation of unemployment rates. Their findings illustrated the importance of
using such modified unemployment rates while estimating the wage curve rela-
tionship, especially in economies with large-scale labor market programs: only
the modified unemployment rates that incorporated the program participants
yielded statistically significant negative pay-unemployment relationship,
whereas standard unemployment rates yielded nonsignificant relationship.

Another issue related to the choice of regional unemployment variable
when estimating the wage curve relationship is the relevant definition of ‘local
labor market’. If the unemployment rate of the local labor market is interpreted
as an indicator of the level of job competition that workers face in the locality,
one apparent way to determine a local labor market is to use information on
spatial job search patterns: because the level of job competition depends on the
number of individuals who generate competition by actively applying for open
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vacancies, the effective size of the local labor market can be determined based
on the average distance from which firms with open vacancies in the locality
receive job applications. In other words, the effective size of the local labor
market depends on the distance at which the unemployed typically search for
jobs from their places of residence (see, e.g.,, Manning and Petrongolo 2011).
However, because detailed data on spatial job search patterns are generally un-
available, the wage curve relationship is typically estimated using unemploy-
ment data for administrative regions. A geographical disaggregation that is cre-
ated for administrative purposes may yield regions that are effectively too small
or too large to characterize functional local labor markets. Furthermore, func-
tional local labor markets may overlap the borders of the administrative regions
if there are substantial job search or commuting flows across neighboring re-
gions.

Finally, when the regional unemployment rate is used as a proxy variable
for the job competition faced by a worker, the regional unemployment among
individuals with job-related attributes (e.g., education level or field of study)
similar to his or her own may provide a more relevant measure than the overall
regional unemployment. In the case of wage curve hypothesis, this would indi-
cate that the wages of the individuals of a group with shared attributes are neg-
atively related to the level of regional joblessness within that group, but are less
related to the joblessness within other groups with distinct attributes. For ex-
ample, a high regional unemployment among individuals with low education
level may not exert downward pressure on wages of highly educated employ-
ees working in the same region.

In this study, we use micro panel data from Finland to examine the sensi-
tivity of the wage curve elasticity to different measures (definitions) of unem-
ployment and to different levels of geographical aggregation at which the local
unemployment is measured. We first test the robustness of the wage curve rela-
tionship to different unemployment statistics, namely, the unemployment rates
calculated based on the numbers of 1) the respondents of the Labour Force Sur-
vey who are classified as unemployed under the ILO (International Labour Or-
ganisation) definition of unemployment and 2) the individuals who have regis-
tered as unemployed at the employment offices. Furthermore, we examine the
role that distinctive groups of nonemployed labor-force participants play in lo-
cal wage-setting by estimating the wage curve with modified unemployment
rates that exclude long-term unemployed and include participants in subsi-
dized employment schemes. Next, to study whether the change in the level of
regional disaggregation has an effect on the estimate of the local unemployment
elasticity of pay, we estimate the wage curve relationship using unemployment
rates measured at different regional levels. Finally, to assess the sensitivity of
elasticity estimates to disaggregation of regional unemployment rates by rele-
vant worker characteristics, we estimate the wage curve relationship using edu-
cation level-specific regional unemployment rates.
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2  Data and empirical approach

The data analyzed in this study were obtained from the population registers of
Statistics Finland. The data are based on a 7% random sample of the Finnish
population drawn in 2001, which includes relevant information on the sampled
individuals for the 1995-2006 period. In our analysis, we focus on non-
agricultural private sector employees who lived in mainland Finland!. In order
to evaluate the relationship between pay level and local unemployment condi-
tions, we estimate the following earnings equation:

log(eir)) = a + f 10g(ur) + yXire + O + Or + €irt 1)

where ey is the annual earnings for worker i in region r in year £; u is a region-
al unemployment rate; Xi+ is a vector of worker characteristics including age
and work experience (and their squared terms), gender, native/first language,
marital status (and its interaction with gender), dummy for children under 18
years old (and its interaction with gender), education level, field of study and
industry; and 6, and 0; are region and year dummies, respectively?. The coeffi-
cient of interest is f, which measures the unemployment elasticity of pay. Based
on the wage curve hypothesis, f is expected to be negative.

The dependent variable of the earnings equation is a logarithm of work-
er’s annual earnings. According to the wage curve hypothesis, local unem-
ployment rate is negatively related to wages, and hence the preferable depend-
ent variable would be an hourly wage of a worker. Unfortunately, the data set
used for the analysis does not include information on hourly wages or working
hours. When annual earnings are used as a dependent variable, coefficient {3
may yield inflated estimates of wage-unemployment-relationship as [ reflects
variation in both hourly wages and annual working hours with respect to local un-
employment level®. In order to account for the effects of varying working hours
(and extreme earnings values) on the wage curve estimates, the sample used for
the analysis excludes 1) employees who worked less than twelve months a year
and 2) five percent of the observations from both tails of the earnings distribu-
tion in each year at each region. The final sample consists of 688,049 observa-
tions for 113,017 workers. However, as noted by Card (1995), the relevant di-
mension for the estimation of the unemployment coefficient {3 is not the number

1 Consequently, the final sample excludes public sector workers, individuals who
lived in Aland Islands (which constitute an autonomous province of Finland) and
workers who were employed by the agriculture, forestry or fishing industries. Addi-
tionally, employees aged under 18 were excluded from the sample.

2 The variables are described in more detail in Table A1l in the Appendix.

3 Previous studies demonstrate that wage curve estimates are inflated when annual
earnings are used as a dependent variable instead of hourly wage (Card 1995; Brats-
berg and Turunen 1996). For example, Bratsberg and Turunen (1996) found that the
wage curve estimates decreased by about 40-50% when the logarithm of hourly
wages was used as the dependent variable instead of the logarithm of annual earn-
ings.
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of worker-year observations but the product of the number of regions and the
number of observation years. Consequently, when unemployment rates for
NUTS-3 regions are used to estimate the earnings equation (1), the estimation of
p is effectively based on 228 observations (= 19 regions*12 years).

In the baseline specifications, earnings equation (1) is estimated using an
OLS estimator. Additionally, to account for the earnings effects of unobserved
time-invariant worker characteristics, earnings equation is also estimated using
the fixed-effects estimator (i.e. with a worker-specific effect #; added to the
right-hand side). Earnings equations including the worker fixed effects are our
preferred specifications as they account for the potential composition bias that
arises from the compositional changes in the workforce over the business cycle
(Solon et al. 1994). To account for the possibility that the different level of ag-
gregation of the dependent and the independent variable - earnings are meas-
ured at the worker-level and unemployment at the regional level - may cause
error terms &t to be correlate across employees working in the same region
(Moulton 1986, 1990), we cluster standard errors at the regional level (see Cam-
eron and Miller 2011, 2015).

To test the robustness of the wage curve coefficient § to different unem-
ployment measures, we first estimate earnings equation (1) using four alterna-
tive definitions of unemployment (the definitions used are described in more
detail in the next section). Second, to examine whether the estimate of § varies
depending on the level of regional disaggregation used to measure the local
unemployment level, we employ unemployment rates u,; measured both at
NUTS-3 level (19 regions) and at LAU-1 level (79 sub-regions) to estimate the
earnings equation. Finally, to assess the importance of using regional unem-
ployment data disaggregated by relevant worker characteristics for analyzing
the local unemployment elasticity of pay, we utilize education level-specific
regional unemployment rates u.+: (Where e denotes the education level) to esti-
mate the wage curve coefficient f.

Alternative unemployment measures

To test the robustness of the wage curve estimates to alternative unemployment
measures, we first estimate the earnings equation using official regional unem-
ployment rates drawn from two different data sources: Labour Force Survey data
and Employment Service Statistics data on the unemployed registered at the em-
ployment offices*. Empirical research often uses these unemployment statistics
interchangeably, which ignores the fact that due to differences in definitions,
they measure different aspects of unemployment conditions. The unemploy-
ment rates drawn from the Labour Force Survey data (‘survey-based unem-
ployment’) rely on the ILO definition of unemployment, according to which an
unemployed is a person who is out of work, has actively searched for a job dur-

4 The unemployment statistics based on the Labour Force Survey are provided by Sta-
tistics Finland. The Employment Service Statistics are compiled by the Ministry of
Economic Affairs and Employment.
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ing the past four weeks and is available to begin a job within the next two
weeks. Conversely, the unemployment rates drawn from the Employment Ser-
vice Statistics data (‘register-based unemployment’) include those nonem-
ployed who are available for work, are seeking a full-time job (i.e. a job with
more than 50% of regular working hours) and have officially registered as
jobseekers.

The essential difference between the two definitions lies in the require-
ment for an active job search. Survey unemployment emphasizes the search
activity because individuals are only considered unemployed if they have ac-
tively searched for a job recently. However, the activities considered as job
search vary greatly; for example, asking among friends and placing job adver-
tisements are both regarded as active job search (most importantly, registration
at the employment office is not needed). In the case of registered unemploy-
ment, the requirement for active search is less stringent; the unemployed are
obligated to contact the employment office at regular intervals after being regis-
tered as job applicants, but otherwise their personal job search activity can vary
substantially.

Both the survey-based and the register-based unemployment rates have
their shortcomings as measures of the prevailing unemployment level. Register-
based unemployment statistics can be distorted by the inclusion of many indi-
viduals who are not actively searching for work and/or are not actually availa-
ble for work (e.g., individuals involved in retirement schemes). Survey-based
unemployment rates, on the other hand, may be mismeasured due to the mis-
classification of individuals” labour force statuses that results from errors in
self-reported information (Feng and Hu 2013). Econometrically, such measure-
ment errors in unemployment rates may cause wage curve estimates to be bi-
ased towards zero (Johnston and DiNardo 1997).

The two alternative unemployment rates for NUTS-3 regions are summa-
rized in Table 1. The unemployment figures illustrate that the regional differ-
ences in unemployment were substantial; for example, in 2006 the survey-based
regional unemployment rates ranged from 3.6% to 17.1%. Furthermore, the ta-
ble shows that unemployment rates were very high at the beginning of the
study period and decreased significantly later on. The initial high levels of un-
employment are attributable to the severe recession Finland experienced in the
early years of the 1990s. The recession led to a sharp increase of the regional
unemployment rates, with some regions suffering more than the others: in 1990,
the year before the economic crisis began, regional unemployment rates for
NUTS-3 regions varied between 1% and 6%; by 1994, regional unemployment
rates had increased to 13-22%.> Another observation from Table 1 is that the
register-based unemployment rates regularly exceed those calculated from the
survey data; the mean difference is 3.3 percentage points. The high levels of reg-

5 The unemployment figures reported in Table 1 are based on the Labour Force Survey,
and exclude unemployment rates for Aland Islands. For a more detailed discussion
of the recession in Finland in the early 1990s (often referred to as the Finnish Great
Depression), see Gorodnichenko et al. (2012) and Gulan et al. (2014).
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ister-based unemployment are primarily attributable to the fact that in Finland,

unemployed must register at the employment offices to be eligible for unem-
ployment benefits (see, e.g., Melis and Liideke 2006).

TABLE 1 Survey- and register-based unemployment rates (NUTS-3 regions)

Source of the unemployment data

Survey Register Survey Register Survey Register
Unemployment rate 1995-2006 1995 2006
Mean U, 11.7 15.0 16.5 20.3 8.8 10.8
Median U, 114 14.5 16.5 20.6 8.8 114
Minimum U, 3.6 6.6 11.7 14.9 3.6 6.6
Maximum U, 23.5 26.0 224 25.7 17.1 l6.4
Std. Dev. of U, 3.9 4.4 2.9 3.0 3.0 29
Corr(Uyregisters Ursurvey) 0.95 0.96 0.90
Mean(U; register = Upsurvey) 3.3 3.8 2.0
U register > Ursurvey 227/228
Mean(Ur,2006 = Ur,1995) =77 -9.5

Notes: Subscript r refers to NUTS-3 region. “Survey” refers to unemployment rates com-
puted from the Labour Force Survey data. “Register” refers to unemployment rates com-
puted from the Employment Service Statistics.

In addition to survey- and register-based unemployment rates, we also employ
two additional unemployment measures that were computed using the data
drawn from the Employment Service Statistics. These unemployment measures
are modified versions of the register-based unemployment rates. Based on the
prior suggestions that unemployed who have been without work for a long pe-
riod of time may not exert downward pressure on wages (e.g, Blackaby and
Manning 1990), the first modified measure excludes the long-term unemployed
- that is, unemployed who have been without a job for at least one year - from
the standard register-based unemployment rates. The second measure is similar
to that used by Pekkarinen (2001), and modifies standard unemployment rates
in two ways: 1) long-term unemployed are excluded and 2) individuals partici-
pating in subsidized employment schemes are included®. As discussed and

6 Pekkarinen (2001) analyzed the wage curve relationship for the Finnish metal indus-
try workers in 1991-1995. Our analysis differs from that of Pekkarinen in two re-
spects. First, our analysis is based on data on employees working in several different
industries. Second, the data used by Pekkarinen includes the severe recession period
of 1990-1993, while our data are from a period of uninterrupted economic growth
(1995-2006). This may be important, as Boushey (2002) and Maczulskij (2013) provide
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empirically illustrated by Pannenberg and Schwarze (1998) and Pekkarinen
(2001), participants in active labor market programs should effectively be con-
sidered as unemployed job searchers in the wage curve analysis as local wage
level is negatively related to the number of these participants in the region. Ide-
ally, we would also include participants in other active labor market programs
(e.g., participants in internships and job market training) as effective job search-
ers when computing the modified unemployment rates; unfortunately, howev-
er, our data include information only on participants in subsidized employment
schemes. The exact formulas used to calculate the modified unemployment
rates are presented in Table 2, which also reports descriptive statistics for all
four regional unemployment measures used in the analysis.

TABLE 2 Alternative unemployment rates (NUTS-3 regions, 1995-2006)

Unemployment Definition and source Mean Min

rate (s.d.) Max

Survey-based ILO definition of unemployment 11.7 3.6
Labour Force Survey (3.9 23.5
Statistics Finland

Register-based Unemployed registered at the employment offices  15.0 6.6
Employment Service Statistics (4.4) 26.0
Ministry of Economic Affairs and Employment

Register-based Unemployed — long-term unemployed 11.5 4.6

(modified 1) Labor force — long- term unemployed (3.6) 21.7

Register-based Unemployed — long- term unemployed 13.8 55

(modified 2) + individuals in subsidized employment schemes (4.7) 276

Labor force — long- term unemployed

tentative evidence to suggest that the regional unemployment elasticity of pay varies
over the business cycle.
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3 Results

Table 3 reports the estimates of the unemployment elasticity of pay, 3, based on
the four alternative unemployment measures described in the previous section’.
The results show that the size of the elasticity estimate is highly sensitive to the
estimation method and the unemployment measure used. The elasticity esti-
mates from the OLS regressions are statistically insignificant and close to zero.
After controlling for worker fixed effects, an inverse pay-unemployment rela-
tionship is detected, but only when register-based unemployment rates are
used. Hence, while some studies find that inclusion of worker fixed effects has
merely a negligible effect on the estimate of unemployment elasticity of pay
(e.g., Bratsberg and Turunen 1996; Sanz-de-Galdeano and Turunen 2006), our
results illustrate that accounting for unobserved worker heterogeneity can be
crucial for the detection of a statistically significant negative elasticity estimate.
The specifications that include controls for worker fixed effects are the pre-
ferred ones, because they account for the potential composition bias that could
obscure the true nature of the wage-unemployment-relationship (Solon et al.
1994). Hence, the following discussion focuses on the wage curve estimates ob-
tained from the worker fixed effects models.

The results in columns (1) and (2) illustrate that alternative measures of
regional unemployment can lead to notable differences in wage curve estimates:
using register-based unemployment rates instead of survey-based unemploy-
ment rates increases the coefficient estimate on unemployment variable from a
modest —0.012 to —0.064, and only the latter coefficient is statistically significant.
Hence, the results imply that the “true” unemployment elasticity of pay may be
obscured by an inappropriate choice of unemployment measure. Specifications
in columns (3) and (4) are estimated using the modified unemployment rates.
According to the results, the redefinition of register-based unemployment rates
to exclude long-term unemployed (column 3) and to exclude long-term unem-
ployed and to include participants in subsidized employment schemes (column
4) has only a negligible effect on wage curve estimates.

The finding that register-based unemployment yields a higher elasticity
estimate than survey-based unemployment implies that local wage-setting deci-
sions are contingent on a wider incidence of local unemployment, not simply
on the number of nonemployed engaged in active job search. As a more general
note, this finding suggests that in studies in which the local unemployment lev-
el is the primary predictor of interest, alternative unemployment measures
should be used to assess the robustness of the results; otherwise, the true mag-
nitude of the relationship between unemployment and the response variable in
question may be obscured.

7 For brevity, Table 3 only reports the unemployment coefficients. Table A2 in the Ap-
pendix reports coefficient estimates for other regressors of the specifications estimat-
ed in column (2).
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TABLE 3 Wage curves based on alternative unemployment measures

Dependent variable: log(annual earnings)
Estimation period: 1995-2006
Regional level: NUTS-3 regions

Unemployment rate

Register- Register-
Survey- Register-  based based
based based (modified 1)  (modified 2)
OLS
log(ur) 0.007 -0.005 -0.001 -0.010
(0.012) (0.016) (0.017) (0.022)
Worker fixed effects
log(ur) -0.012 —-0.064 -0.058 -0.070
(0.008) (0.011)*** (0.011)*** (0.013)***
Worker characteristics Yes Yes Yes Yes
Year dummies Yes Yes Yes Yes
Region dummies Yes Yes Yes Yes
OLS
Rzadjusted 0.46 0.46 0.46 0.46
Worker fixed effects
R2 (within) 0.48 0.48 0.48 0.48
R? (between) 0.32 0.34 0.33 0.34
R? (overall) 0.33 0.34 0.34 0.34
F-test (worker FE) 15.76 15.72 15.72 15.71
(p-value) (<0.001) (<0.001) (<0.001) (<0.001)

Notes: Cluster-robust standard errors in parentheses, clustered at the regional level.
The number of worker-year-observations is 688,049 (on 113,017 workers) and the
number of region-year-observations is 228 (= 19 regions*12 years). Definitions of
the alternative unemployment rates are presented in Table 2. Worker characteristics
include the following variables: gender dummy, age, age2, experience, experience?,
marital status dummy (and its interaction with gender), children dummy (and its
interaction with gender), native/first language dummies, education level dummies,
field of study dummies and industry dummies (gender and language dummies are
omitted in the worker fixed effects specifications). Robust Hausman tests reject
random effects in favor of fixed effects for all model specifications. The F-statistics
test the joint statistical significance of the worker fixed effects (F(113016, 574968)
distribution; corresponding p-values in parentheses). The full results are available
upon request. Significant at the * 10% level; ** 5% level; *** 1% level.
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The elasticity estimate of —0.064 implies that on average, a 10% increase in the
regional unemployment rate was associated with a 0.64% decrease in the local
pay level. This estimate provides strong evidence in favor of the wage curve
relationship, which predicts that pay level is lower in regions with higher un-
employment. Hence, and in contrast to some earlier findings (Albeek et al. 2000),
the results suggest that wages also responds to differences in the local unem-
ployment conditions in countries such as Finland, where the regional wage ad-
justment is partly constrained by the highly centralized wage bargaining sys-
tem. The observed estimate is close to the publication-bias-corrected estimate of
—0.07 obtained by Nijkamp and Poot (2005) in their meta-analysis of wage curve
studies from over 40 countries. Compared to prior studies of wage curve in Fin-
land, our estimate indicates a somewhat more elastic wage curve than the ones
observed by Pekkarinen (2001) for Finnish metal industry workers. Using regis-
ter-based unemployment rates and model specifications similar to ours, Pek-
karinen obtained wage curve estimates of —0.02 and —0.03. On the other hand,
our wage curve estimate is smaller than those found by Maczulskij (2013), who
observed wage curve coefficients ranging from —0.08 to —0.12 for Finnish pri-
vate sector workers for the years 1990-2004.8

Next, to test how sensitive wage curve elasticity is to changes in the re-
gional level at which the unemployment rate is measured, Table 4 provides
separate wage curve estimates for 19 NUTS-3 regions (column 1) and for 79
LAU-1 sub-regions (column 2)°. The NUTS-3 regions are evidently too large to
characterize functional local labor markets. The borders of the LAU-1 sub-
regions, on the other hand, are in part determined to minimize the across bor-
der commuting flows, and are typically considered as reasonable approxima-
tions of local labor markets. The coefficient estimates in columns (1) and (2) are
almost identical, suggesting that the level of geographical disaggregation at
which the unemployment is measured has only a negligible influence on the
elasticity of the wage curve. In contrast to the results obtained in Table 3, all
OLS estimates are now negative, and with one exception, statistically significant
at the 5% level. However, the worker fixed effects specifications yield substan-
tially larger wage curve estimates than OLS specifications: in all columns, esti-
mates differ by more than a factor of four. Again, the wage curve estimates

8 The difference between our estimates and the estimates in Maczulskij (2013) is ap-
parently attributable to differences in the estimation approaches, particularly in
sample restrictions. When models in Table 3 were estimated with a sample that did
not impose any restrictions on the earnings distribution or on the number of working
months, the OLS estimates inflated substantially (the estimates were typically close
to —0.1) and became statistically significant, whereas the worker fixed effects esti-
mates remained relatively unchanged (and hence did not alter the conclusions drawn
here). This finding is expected since, as discussed above, wage curve estimates from
annual earnings regressions are likely to be inflated if working hours are allowed to
vary among workers.

9 The estimations in Table 4 are conducted for the period 1995-2002, because the re-
gion identifiers for LAU-1 regions were only available for these years. The unem-
ployment rates for sub-regions are based on the numbers of registered unemployed
(the survey-based unemployment rates are not available for LAU 1 sub-regions).
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change only little when modified unemployment rates are used instead of the
standard ones (columns 3 and 4).

TABLE 4 Wage curves based on alternative regional classifications

Dependent variable: log(annual earnings)
Estimation period: 1995-2002

Regional level NUTS-3 LAU-1 LAU-1 LAU-1
Unemployment rate Register- Register-  Register- Register-
based based based based
(modified 1) (modified 2)
OLS
log (urt) -0.016 -0.019 -0.021 -0.024

(0.010) (0.008)** (0.009)** (0.009)***
Worker fixed effects
log (ut) -0.093 -0.090 -0.092 -0.101
(0.008)*** (0.012)*** (0.013)*** (0.013)***

Worker characteristics Yes Yes Yes Yes
Year dummies Yes Yes Yes Yes
Regional dummies Yes Yes Yes Yes
Worker-year observations 428,906 429,414 429,414 429,414
Regions 19 79 79 79
Observation years 8 8 8 8
Regions*years 152 632 632 632
OLS

Rzadjusted 0.43 0.44 0.44 0.44
Worker fixed effects

R? (within) 0.40 0.40 0.40 0.40

R? (between) 0.31 0.31 0.31 0.32

R2 (overall) 0.31 0.31 0.31 0.31
F-statistic 14.98 14.69 14.69 14.69
(p-value) (<0.001) (<0.001) (<0.001) (<0.001)

Notes: Cluster-robust standard errors in parentheses, clustered at the regional level. Defini-
tions of the alternative unemployment rates are presented in Table 2. Worker characteris-
tics include the following variables: gender dummy, age, age?, experience, experience?,
marital status dummy (and its interaction with gender), children dummy (and its interac-
tion with gender), native/first language dummies, education level dummies, field of study
dummies and industry dummies (gender and language dummies are omitted in the work-
er fixed effects specifications). Robust Hausman tests reject random effects in favor of fixed
effects for all model specifications. The F-statistics test the joint statistical significance of the
worker fixed effects (NUTS-3 regions: F(92660, 336186); LAU-1 regions: F(92838, 336456);
corresponding p-values in parentheses). The full results are available upon request. Signifi-
cant at the * 10% level; ** 5% level; *** 1% level.



136

In the preceding analysis, local unemployment rate is treated as an exogenous
variable. However, the wage curve estimates in Tables 3 and 4 may potentially
suffer from endogeneity bias arising from the simultaneous determination of
pay level and local unemployment: local unemployment level may have an ef-
fect on pay level (as predicted by the wage curve hypothesis) and local unem-
ployment level may depend on the pay level in the locality. To account for the
potential endogeneity of the unemployment variable, we followed several pre-
vious studies (e.g., Johnes 2007; Ilkkaracan et al. 2013) and instrumented the
unemployment variable with its one-year lagged value. The instrumental varia-
ble (two-stage least squares) estimations yielded larger wage curve estimates
than those reported above. For example, the coefficient estimates from the in-
strumental variable estimations of the worker fixed effects models of Tables 3
and 4 were, on average, 1.8 times larger than those reported in the tables. How-
ever, and more importantly, the instrumental variable estimations did not alter
the main conclusions reached abovel.

Additional findings: Education level-specific unemployment rates

As discussed above, theoretical models proposed to explain the wage curve re-
lationship typically interpret the overall local unemployment rate as a measure
of prevailing job competition for individuals in the locality. However, local un-
employment rates disaggregated by different demographic groups may provide
a more appropriate measure for job competition than overall unemployment
rates: because individuals with distinctive background characteristics generally
compete for different jobs, the level of local job competition faced by a group of
individuals who share some common characteristics (peer group) is essentially
determined by the joblessness of the individuals in that particular group. Con-
sequently, based on the wage curve hypothesis, the wages of the individuals
within a peer group are likely to be negatively related to the group-specific un-
employment rate, and less related to the unemployment rates of other groups
with distinctive characteristics.

One relevant level of disaggregation is by education level. Following the
reasoning above, the higher local unemployment of less educated individuals
may not exert downward pressure on the wages of higher-educated workers,
and vice versa. To assess the relationship between pay level and education lev-
el-specific unemployment level, we estimated earnings equation (1) using re-
gional unemployment rates disaggregated into four education levels: 1) basic
education, 2) upper secondary level education, 3) lowest level tertiary educa-
tion/lower-degree level tertiary education and 4) higher-degree level tertiary

10 The full results of the instrumental variable estimations are available upon request.
The use of lagged unemployment variable to instrument for unemployment variable
is questionable, and, in the absence of more suitable instruments, these results are not
discussed here in more detail.



137

education/doctorate or equivalent level education. The unemployment rates
varied substantially across education levels: the averages of regional education
level-specific unemployment rates were 23%, 17%, 9% and 4%, respectively.

The results are presented in Table 5. The specifications in columns (1) and
(2) are estimated using overall regional unemployment rate. As compared with
the results in Table 3, these specifications are most comparable to those report-
ed in the second column. The wage curve estimates observed here differ from
those reported in Table 3, because the unemployment rates utilized in the esti-
mations are computed using data from different sources!2. Hence, these results
once again illustrate that the slope of the wage curve depends on the unem-
ployment measure used. The wage curve estimates in columns (3) and (4) are
based on the education level-specific regional unemployment rates. The coeffi-
cient estimates from both OLS and worker fixed effects specifications indicate
that education-level specific unemployment level in the locality played no role
in the determination of pay level. To summarize, the results indicate that nega-
tively sloping wage curve relationship is only detected with overall unemploy-
ment rates, but not with unemployment rates disaggregated by education level.

1 Education level-specific unemployment rates for NUTS-3 regions were computed
using data from the Employment statistics of Statistics Finland. The unemployment
figures reported in these statistics are based on the number of unemployed registered
at the employment offices, and hence the computed unemployment rates correspond
to register-based unemployment rates used in the analysis above. These statistics are
based on a renewed regional classification, which slightly differs from that used in
the preceding analysis: there are 18 (instead of 19) NUTS-3 regions, with two former-
ly distinct regions (namely, Uusimaa and Eastern Uusimaa) consolidated into one re-
gion. Labor market conditions in the consolidated regions were very similar during
the analysis period: the averages of register-based unemployment rates for these re-
gions were 10% (Uusimaa) and 9.9% (Eastern Uusimaa); the mean difference in un-
employment rates was 0.5 percentage points. In our estimations, workers in both of
these formerly distinct regions were matched with the unemployment rates of the
consolidated NUTS-3 region.

12 Over the analysis period, the average difference between the overall regional unem-
ployment rates used here and the unemployment rates used to estimate the specifica-
tions in the second column of Table 3 (excluding rates for Uusimaa and Itd-Uusimaa)
was 0.65 percentage points.
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TABLE 5 Wage curves based on education level-specific unemployment rates

Dependent variable: log(annual earnings)
Estimation period: 1995-2006
Regional level: NUTS-3 regions

Overall regional Education level-specific
unemployment regional unemployment
OLS Worker FE OLS Worker FE
log(urt) 0.006 -0.041
(0.016) (0.011)***
log(ttert) 0.027 -0.001
(0.018) (0.013)
Worker fixed effects No Yes No Yes
Worker characteristics Yes Yes Yes Yes
Year dummies Yes Yes Yes Yes
Region dummies Yes Yes Yes Yes
Rzadjusted 0.46 0.46
R2 (within) 0.48 0.48
R? (between) 0.33 0.32
R2 (overall) 0.34 0.33
F-test (worker FE) 15.74 15.87
(p-value) (<0.001) (<0.001)

Notes: Cluster-robust standard errors in parentheses, clustered at the regional level.
The number of worker-year-observations is 688,049 (on 113,017 workers) and the
number of region-year-observations is 216 (= 18 regions*12 years). Unemployment
rates were computed using data from the Employment statistics of Statistics Finland.
log(uters) is the logarithm of unemployment rate at education level e in region r in year
t. Worker characteristics include the following variables: gender dummy, age, age?,
experience, experience?, marital status dummy (and its interaction with gender),
children dummy (and its interaction with gender), native/first language dummies,
education level dummies, field of study dummies and industry dummies (gender
and language dummies are omitted in the worker fixed effects specifications). Robust
Hausman tests reject random effects in favor of fixed effects for specifications in col-
umns 2 and 4. The F-statistics test the joint statistical significance of the worker fixed
effects (F(113016, 574969)-distribution; corresponding p-values in parentheses). The
full results are available upon request. Significant at the * 10% level; ** 5% level; *** 1%
level.
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4  Conclusions

Using worker-level panel data from Finland, this study examines the sensitivity
of the slope estimates of the wage curve to changes in definitions of unem-
ployment rate and local labor market. Three main conclusions can be drawn
from the estimation results. First, the estimated wage curve slope varies consid-
erably depending on the estimation method. The slope estimates from the
standard OLS regressions are typically small and often statistically insignificant.
The results of the worker fixed effects models provide strong evidence on the
existence of wage curve relationship, as coefficient estimates generally indicate
that workers in low-unemployment regions had higher pay levels than identical
workers in high-unemployment regions.

Second, alternative measures of local unemployment produce different es-
timates of the wage curve slope. The wage curve estimates from a preferred
model specification show that the unemployment rates computed from the La-
bour Force Survey data based on the ILO definition of unemployment provided
substantially smaller wage curve estimate (—-0.012) than the unemployment
rates computed from the administrative data on registered unemployed
(—0.064); furthermore, only the latter estimate was statistically significant. On
the other hand, modifying standard unemployment rates to exclude long-term
unemployed and to include participants in active labor market programs had
only a modest effect on elasticity estimates.

Third, the wage curve estimate is not sensitive to changes in the level of
geographical disaggregation at which the unemployment rates are measured:
unemployment rates of the NUTS-3 regions (19 regions) and LAU-1 regions (79
regions) provide identical wage curve slopes. Fourth, the negatively sloping
pay-unemployment relationship is only detected with overall regional unem-
ployment rates, whereas education level-specific regional unemployment rates
yield a statistically insignificant elasticity estimate close to zero.
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Appendix
TABLE Al Description of the variables
Variable Description

Annual earnings

Regional
unemployment rate

Gender
Age

Experience

Marital status

Native language
Children

Level of education
(based on ISCED 1997)

Field of study
(based on ISCED 1997
classification)

Industry
(based on NACE
classification)

Annual earnings in euros.

Regional unemployment rate. Depending on the estimated spec-
ification, the unemployment rate is computed either at NUTS-3
level (19 regions) or at LAU-1 level (79 sub-regions). The sources
of the unemployment data: 1) Labour Force Survey (LFS), Statis-
tics Finland, 2) Employment Service Statistics, Ministry of Eco-
nomic Affairs and Employment

Female dummy: = 1 if female, = 0 if male
Age in full years

Work experience in years (since 1987). The values are calculated
as follows:
(The number of working months since January 1987) / 12

Marriage dummy: = 1 if married, = 0 otherwise

Dummy variables for native/first language: 1) Finnish, 2) Swe-
dish or 3) other

Children dummy: = 1 if the worker had children under 18 years,
= 0 otherwise

1) Primary education or lower secondary education (or un-
known), 2) Upper secondary level education, 3) Lowest level
tertiary education, 4) Lower-degree level tertiary education, 5)
Higher-degree level tertiary education, 6) Doctorate or equiva-
lent level tertiary

1) General programmes (or not known or unspecified), 2) Edu-
cation, 3) Humanities and arts, 4) Social sciences, business and
law, 5) Science, 6) Engineering, manufacturing and construction,
7) Agriculture, 8) Health and welfare, 9) Services

1) Agriculture, forestry and fishing (excluded from the analysis),
2) Mining and quarrying, 3) Manufacturing, 4) Electricity, gas
and water supply, 5) Construction, 6) Wholesale and retail
trade; repair of motor vehicles, motorcycles and personal and
household goods, 7) Hotels and restaurants, 8) Transport, stor-
age and communication, 9) Financial intermediation, 10) Real
estate, renting and business activities, 11) Public administration
and defence; compulsory social security, 12) Education, 13)
Health and social work, 14) Other community, social and per-
sonal service activities, 15) Private households employing do-
mestic staff and undifferentiated production activities of house-
holds for own use; extra-territorial organizations and bodies;
industry unknown

Notes: Source of education and industry classifications: Statistics Finland.
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Dependent variable: log(annual earnings)

Estimation period: 1995-2006
Regional level: NUTS-3 regions

OLS Worker fixed effects
Coefficient Robust SE Coefficient Robust SE

log(un) -0.005 (0.016) -0.064 (0.011)***
Female -0.170 (0.006)***
Age 0.015 (0.005)*** 0.030 (0.004)***
Age? -0.0002 (0.0007)*** -0.0004 (0.0007)***
Work experience 0.039 (0.002)*** 0.079 (0.003)***
Work experience? -0.0007 (0.0001)*** -0.001 (0.00002)***
Married 0.043 (0.007)*** 0.013 (0.002)***
Married*Female -0.050 (0.007)*** -0.042 (0.003)***
Children dummy 0.004 (0.003) -0.006 (0.004)
Children dummy*Female -0.047 (0.007)*** -0.077 (0.012)***
Education level
Primary/lower secondary (omitted) (omitted)
Upper secondary 0.084 (0.017)*** -0.031 (0.011)**
Lowest level tertiary 0.214 (0.023)*** 0.081 (0.025)***
Lower-degree level tertiary 0.343 (0.033)*** 0.177 (0.016)***
Higher-degree level tertiary 0.506 (0.039)*** 0.330 (0.015)***
Doctorate or equivalent 0.558 (0.034)*** 0.457 (0.034)***
Language dummies
Finnish (omitted)
Swedish -0.025 (0.015)
Other/unknown 0.017 (0.005)***
Other controls
Field of study Yes Yes
Industry Yes Yes
Year Yes Yes
Region Yes Yes
Rzadjusted 0.46
R? (within) 0.48
R2 (between) 0.34
R2 (overall) 0.34

Notes: These are the same specifications estimated in Column (2) of Table 3. Robust SE =
cluster-robust standard error (clustered at the regional level). The number of worker-year-
observations is 688,049 (on 113,017 workers). Children dummy equals one if a worker had
children under 18 years old and zero otherwise. Significant at the * 10% level; ** 5% level;

*** 1% level.
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SUMMARY IN FINNISH (YHTEENVETO)

Tutkimuksia palkoista, ylenemisistd ja suoriutumisarvioinneista

Vditoskirja koostuu neljdstd empiirisestd tutkimusartikkelista. Kahdessa en-
simmadisessd artikkelissa (luvut 2 ja 3) hyddynnetddn erddn suomalaisen yliopis-
ton henkilostdaineistoa vuosilta 2006-2012 tarkasteltaessa sitd, miten tyonteki-
joiden suoriutumisarviointi ja palkitseminen riippuvat mitattavissa olevasta
tydsuoriutumisesta ja erilaisista taustatekijoistd. Henkilostoaineisto siséltda ai-
nutlaatuista ja yksityiskohtaista tietoa tyontekijdiden taustaominaisuuksista,
tyOssd suoriutumisesta ja tyotehtdvien vaativuudesta, ja antaa ndin erinomaiset
lahtokohdat arvioida niitd tekijoitd, jotka madrittavit esimiesten alaisistaan te-
kemid suoriutumisarviointeja ja tyontekijoiden ylenemistd vaativampiin tyoteh-
taviin. Kahdessa jalkimmadisessa tutkimusartikkelissa (luvut 4 ja 5) tarkastellaan
paikallisten tyomarkkinaolosuhteiden merkitystd palkkojen madrdytymisessa
analysoimalla palkkatason ja alueellisen tyottomyysasteen vilistd yhteytta.
Nadiden artikkelien tarkastelut perustuvat Tilastokeskuksen Suomen vuoden
2001 védestostd tekemddn seitsemédn prosentin satunnaisotokseen. Tutkimusai-
neisto sisdltdd otokseen pddtyneistd henkildistd analyysien kannalta relevantit
muuttujatiedot vuosille 1995-2006. Tahan yksilotason pitkittdisaineistoon on
liitetty analyysejd varten alueellisia tyottomyysastetietoja, jotka perustuvat Ti-
lastokeskuksen tyovoimatutkimukseen ja tyo- ja elinkeinoministerion tyonvéli-
tystilastoon.

Luvun 2 tutkimusartikkeli tarkastelee tyontekijan mitattavissa olevien tyo-
tulosten ja tyonantajakohtaisen tyokokemuksen roolia esimiesten tekemissa
suoriutumisarvioinneissa ja ylenemisissd vaativampiin tyotehta-
viin/korkeammille organisaatiotasoille. Aineiston kuvaileva analyysi paljastaa,
ettd vaativammissa tydtehtdvissa tyoskennelleiden tyontekijdiden suoriutumi-
nen arvioitiin keskimddrin korkeammaksi kuin vahemmaén vaativissa tehtdvissa
tyoskennelleiden, ja ettd suoriutumisarviot kasautuivat yhdeksédnportaisella
arviointiasteikolla tyypillisesti muutamiin “normiarvoihin”. Lisdksi kuvaileva
analyysi osoittaa, ettd tyontekijoiden suoriutumisarvioiden alentaminen seka
tyontekijoiden siirtdiminen alhaisemman vaativuustason tyotehtaviin oli hyvin
harvinaista. Aineiston ekonometrisen analyysin tulokset osoittavat, ettd pa-
remmin tydssddn suoriutuvat tyontekijat - mitattaessa suoriutumista joko abso-
luuttisella tyotuotoksella tai tuotoksella suhteessa kollegoihin - saivat muita
parempia suoriutumisarvioita ja ylenivat muita todenndkoisemmin vaativam-
piin tyotehtdviin. Tulokset osoittavat my0s, ettd pidempéddn saman tydonantajan
palveluksessa palvelleiden tyontekijoiden tydsuoriutuminen arvioitiin parem-
maksi kuin heiddn yhtd tuotteliaiden mutta vahemmaén tyokokemusta kerrytta-
neiden kollegoidensa suoriutuminen. Tulosten perusteella kokeneemmat tyon-
tekijdt nadyttivit myos ylenneen kokemattomampia kollegoitaan todennikoi-
semmin, joskaan tulokset eivit olleet niiltd osin tdysin yhtendisid.

Luvun 3 artikkelissa analysoidaan tyontekijoiden suoriutumisarvioiden,
ylenemistodennékoisyyksien ja palkkatasojen vaihtelua sukupuolen perusteella.
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Tulokset osoittavat, ettd vakioitaessa erot tyontekijéiden taustaominaisuuksissa
ja (julkaisuaktiivisuudella mitatussa) tyotuotoksessa mies- ja naistyontekijat
saivat tyypillisesti yhtdldisid suoriutumisarviointeja ja ylenivit yhtd todennd-
koisesti vaativampiin tyotehtdviin. Tulokset myds havainnollistavat, ettd mies-
ten ja naisten keskipalkoissa havaittava ero selittyi merkittdviltd osin eroilla
tyontekijoiden taustaominaisuuksissa ja tyotuotoksessa. Julkaisuaktiivisuutta
tarkastelevan lisdanalyysin tulosten perusteella naistutkijat tuottivat vihemman
vertaisarvioituja artikkeleita kuin taustaominaisuuksiltaan samankaltaiset mies-
tutkijat.

Luvun 4 artikkelissa arvioidaan tyomarkkina-alueella vallitsevan tyotto-
myystilanteen roolia palkkatasoa madrittavana tekijand. Artikkelin tutkimus-
kohteena on ns. palkkakdyrarelaatio, jonka mukaan palkat ovat keskiméddrin
alhaisempia korkean tyottomyyden alueilla, kun muut palkkatasoon vaikutta-
vat tekijdt pidetddn vakioituina. Artikkelissa tarkastelun kohteena on palkka-
kdyrérelaation alueellinen vaihtelu. Tutkimuksessa pyritddn vastaamaan erityi-
sesti seuraavaan kysymykseen: Onko palkkojen joustavuus paikallisen tyotto-
myystilanteen suhteen voimakkaampaa syrjdisemilld alueilla ja alueilla joille on
kasaantunut vihemmaén taloudellista toimintaa? Tutkimuskysymyksen taustal-
la on hypoteesi, jonka mukaan tillaisten alueiden tydnantajilla on enemmain
monopsonivoimaa suhteessa tyontekijoihinsa kuin kasvukeskittymissd toimivil-
la tyonantajilla, ja tdmd markkinavoima mahdollistaa palkkojen voimakkaam-
man sopeuttamisen paikallisen tyomarkkinatilanteen heiketessd. Analyysin tu-
lokset tuottavat vahvoja todisteita palkkakdyrarelaation tueksi niiden osoittaes-
sa johdonmukaisesti, ettd palkat ovat Suomessa alhaisempia korkean tyotto-
myyden alueilla. Toisin sanoen, palkkojen ty6ttomyysjousto on Suomessa nega-
tiivinen. Tulokset my®s havainnollistavat, ettd palkkojen joustavuudessa alue-
tyottomyyden suhteen esiintyy vaihtelua alueiden vililld (joskaan tdimd vaihte-
lu ei ole kovin merkittdvad). Tulokset eivit tuota todisteita monopsonivoimaan
nojaavan hypoteesin tueksi: preferoidun, kiintedt tyontekijavaikutukset huo-
mioivan regressiomallin tulosten perusteella palkkojen tyottomyysjousto ei rii-
pu mittarista, joka huomioi alueen ”syrjdisyyttd” ja taloudellisen toiminnan ka-
saantumista.

Luvun 5 artikkelissa testataan, miten palkkakdyrarelaation voimakkuus
vaihtelee sen estimoimisessa kdytettivan tyottomyysmuuttujan ja tilastollisen
analyysimenetelmédn perusteella. Tulokset korostavat analyysimenetelmin
merkitystd palkkakdyran havaitsemisessa: palkkojen ja aluetyottomyyden valil-
le havaitaan tilastollisesti merkitseva kddnteinen suhde ainoastaan kdytettdessa
ns. kiinteiden vaikutusten mallia, kun taas pienimmaén nelibsumman menetel-
maélld arvioituna muuttujien vililld ei ndytd useimmiten olevan tilastollisesti
merkitsevdd yhteyttd. Tulokset myds osoittavat, ettd palkkojen tyottomyysjous-
tolle havaittu estimaatti vaihtelee huomattavasti estimoinnissa kdytetyn tyot-
tomyysmuuttujan perusteella, kun taas silld mitd aluetasoa tyottdmyyden mit-
taamisessa kdytetddn ei ndytd olevan suurta merkitystd estimaatin arvoon.
Palkkakédyrérelaatiota ei havaita koulutustasoittain eritellyilld aluety6ttomyys-
asteilla, vaan ainoastaan alueellisilla kokonaisty6ttomyysasteilla. Tama tulos
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viittaa siihen, ettd palkkojen méadrdytymisen kannalta merkityksellistd on tyos-
sdkdyntialueen yleinen tyottomyystilanne, ei niinkddn tyontekijaryhmékohtai-
nen tydttomyystilanne.
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